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NOTICE TO READERS 
This a u d i t a n d accoun t ing guide presen ts r ecommenda t ions of the A I C P A Oil 
a n d Gas C o m m i t t e e on the app l ica t ion of genera l ly accep ted aud i t i ng s tan-
da rds to aud i t s of f inanc ia l s t a t e m e n t s of ent i t ies wi th oil and gas producing 
act ivi t ies . Th i s guide also presents the commi t t ee ' s r ecommenda t ions on a n d 
descr ipt ions of f inanc ia l account ing a n d repor t ing pr inciples and prac t ices for 
ent i t ies wi th oil and gas produc ing act ivi t ies . T h e A I C P A Account ing Stan-
da rds Execu t ive C o m m i t t e e a n d m e m b e r s of t he A I C P A Audi t ing S t a n d a r d s 
Board have found th is guide to be consis tent wi th existing s t a n d a r d s a n d 
pr inciples covered by Rules 202 and 203 of the A I C P A Code of Professional 
Conduc t . A I C P A m e m b e r s should be p r epa red to ju s t i fy d e p a r t u r e s f rom this 
guide. 
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Preface 
This guide describes re levan t m a t t e r s un ique to the oil a n d gas produc ing 
i ndus t ry in order to assist t he i ndependen t aud i to r in aud i t i ng a n d repor t ing 
on f inancia l s t a t e m e n t s of ent i t ies pe r fo rming these act ivi t ies . 
Genera l ly accep ted aud i t i ng s t a n d a r d s a n d account ing pr inciples are 
appl icable in general to the oil a n d gas produc ing indus t ry . T h e general 
app l ica t ion of those s t a n d a r d s a n d pr inciples is not discussed herein; r a the r , 
this guide focuses on the special p roblems inheren t in aud i t i ng a n d repor t ing 
on the f inanc ia l s t a t e m e n t s of an e n t i t y wi th oil and gas produc ing act ivi t ies . 
T h e guide concen t ra tes on the domest ic explorat ion a n d produc t ion act iv-
ities of oil a n d gas companies a n d general ly does not address the special 
problems re la ted to o ther ac t iv i t ies of i n t eg ra t ed oil and gas companies or 
foreign act ivi t ies . T h e guide also does not d i f f e r en t i a t e be tween onshore a n d 
offshore ac t iv i t ies because thei r f inanc ia l account ing considerat ions are simi-
lar. 
T h e guide provides in fo rmat ion regard ing s t a t u t o r y rules a n d regula t ions 
appl icable to the indus t ry . Also included are i l lus t ra t ions of the form a n d 
conten t of f inancia l s t a t e m e n t s for ent i t ies wi th oil a n d gas produc ing act iv i -
ties. Rules a n d regulat ions, as well as appl icab le a u t h o r i t a t i v e account ing a n d 
aud i t ing p ronouncements , a re subjec t to change a n d revision. Therefore , the 
aud i to r should keep ab reas t of deve lopments a f f ec t ing these i tems. 
T h e guide conta ins ce r t a in suggested aud i t i ng procedures, b u t de ta i led 
in te rna l control s t r u c t u r e ques t ionna i res a n d aud i t p rog rams are not included. 
The na tu re , t iming , a n d ex ten t of aud i t i ng procedures are a m a t t e r of profes-
sional j u d g m e n t a n d will v a r y depend ing on the size, o rgan iza t iona l s t ruc tu re , 
existing in te rna l control s t ruc tu re , a n d other fac tors in a pa r t i cu l a r engage-
men t . 
T h e accoun t ing pr inciples descr ibed in th is guide are l imi ted to the 
successful e f for ts me thod specified by S t a t e m e n t of F inanc ia l Account ing 
S t a n d a r d s No. 19, Financial Accounting and Reporting by Oil and Gas 
Producing Companies, a n d the full cost me thod specif ied by the Securi t ies a n d 
Exchange Commission (SEC) in Regula t ion S-X. This guide is in t ended only to 
provide an overview of the account ing pr inciples a n d the cu r r en t SEC regula-
tions, b u t t he Bibl iography conta ins extensive references t h a t include more in-
d e p t h discussions of accoun t ing pr inciples and S E C regulat ions. I t should be 
recognized t h a t hybr ids of bo th of these methods are commonly refer red to by 
those n a m e s a n d a re o f t en considered to be wi th in the f r amew o rk of general ly 
accep ted account ing pr inciples for companies not r epor t ing to the SEC. FASB 
Statement No. 25, Suspension of Certain Accounting Requirements for Oil and 
Gas Producing Companies, suspended the e f fec t ive d a t e specif ied by FASB 
S t a t e m e n t No. 19 for requi r ing the successful e f for ts me thod of account ing . 
However , the FASB S t a t e m e n t m a i n t a i n s t h a t for purposes of app ly ing pa ra -
g raph 16 of A P B Opinion No. 20, Accounting Changes, t he successful e f for ts 
method is p re fe rab le for account ing for oil a n d gas produc ing act ivi t ies . As a 
consequence, no jus t i f ica t ion for a change to the successful ef for ts me thod is 
necessary nor is a p re fe rab i l i t y le t te r for such a change required b y the SEC 
for its reg is t ran ts . Any change to the full cost me thod m u s t be jus t i f ied as 
being p re fe rab le in the c i rcumstances , a n d a p re fe rab i l i t y le t te r descr ibing 
those c i rcumstances m u s t be filed wi th the S E C by reg is t ran ts . 
Effective Date 
T h e provisions of th is guide shall be e f fec t ive for aud i t s of f inanc ia l 
s t a t e m e n t s for periods ending on or a f t e r D e c e m b e r 31, 1986. 
Oil and Gas Committee 
Note: The guide has not been expanded to include other practices followed by some private 
companies. 
AAG-OGP 
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Chapter 1 
Overview of the Oil and Gas Industry 
The Industry's History 
1.01 To gain an u n d e r s t a n d i n g of oil a n d gas produc ing act ivi t ies , a brief 
review of the his tory of the i ndus t ry a n d oil and gas account ing is he lpful . T h e 
following discussion is in tended to be basic in n a t u r e , b u t add i t iona l references 
are included in the b ib l iography section. (The in teres ted reader is urged to 
refer to o ther ava i lab le sources.) 
1.02 T h e first commerc ia l oil-drilling v e n t u r e was in 1859 near Ti tusvi l le , 
Pennsy lvan ia . A s team-powered, cable-tool dril l ing rig was used to drill a f i f ty -
nine-foot well, which yielded five bar re ls of oil per day . This well set off a boom 
of sorts, and the cable-tool r ig—which a t t h a t t ime was r evo lu t iona ry—was 
used to drill o ther wells in the area . Oil soon sold for abou t ten cents a bar re l 
because of t he d r a m a t i c increase in supply . 
1.03 In the 1850s a n d ear ly 1860s, oil was chiefly used for l a m p fuel . T h e 
Indus t r i a l Revolut ion and the Civil W a r grea t ly increased the uses of oil a n d 
therefore the d e m a n d — s o m u c h so t h a t a n n u a l product ion in 1870 exceeded 
twenty- f ive million barrels . E a r l y t r a n s p o r t a t i o n of c rude oil was cumbersome, 
however, requi r ing (1) wooden bar re ls (each wi th a c apac i t y of for ty- two 
ga l lons—the present m e a s u r e m e n t of a bar re l of c rude oil), (2) horse-drawn 
wagons, (3) r iver barges , a n d (4) t he rai lroads. T h e f i rs t pipeline, comple ted in 
the 1860s, was m a d e of wood and was less t h a n one- thousand feet long. 
1.04 One of the f irst to rise to power in th is i n f an t i ndus t ry was John D. 
Rockefeller . I n 1870, Rockefel ler merged his f i rm wi th four o thers to form the 
S t a n d a r d Oil C o m p a n y . D u r i n g the 1880s, S t a n d a r d Oil controlled approxi-
ma te ly 9 0 percen t of the ref in ing i ndus t ry in the U n i t e d Sta tes . S t a n d a r d Oil's 
m a r k e t dominance even tua l ly led to i ts forced dissolution in 1911-1915 be-
cause of federal a n d s t a t e a n t i t r u s t legislation t h a t had been enac ted as a 
response to its size. 
1.05 T h e growing n u m b e r of automobi les s teadi ly increased the d e m a n d 
for oil. Because a domest ic shor tage was feared by the U.S. government , the 
indus t ry was encouraged to increase foreign explorat ion. In the 1920s, explora-
tion in the Middle Eas t , South America , Afr ica , a n d the F a r E a s t had begun. 
However , t he east Texas oil field discovery of 1930 u l t ima te ly c rea ted an oil 
surplus t h a t caused companies to cu t back foreign operat ions . D u r i n g a n d 
a f t e r World W a r I I , however, d e m a n d again increased, a n d enormous cap i t a l 
i nves tmen t s developed the Pers ian Gulf a rea . This period also saw an in-
creased use of n a t u r a l gas, fac i l i t a ted by improved t r anspo r t a t i on systems, 
and the growth of the pe t rochemica l i ndus t ry (which produced plast ics a n d 
synthet ics) . 
1.06 T h e oil a n d gas indus t ry has gone th rough m a n y changes in the pas t 
t w e n t y years . T h e A r a b oil e m b a r g o of 1973 focused publ ic a t t en t i on and 
cri t ic ism on the indus t ry , p a r t l y because of the embargo ' s e f fec t on previously 
s table prices. ( In 1973, before the embargo , the ave rage bar re l of c rude oil sold 
for abou t th ree dollars.) Nea r ly half the oil used by the Un i t ed S ta tes in 1977 
was impor ted . I n 1979, t he gove rnmen t announced "phased decont ro l" of oil 
prices on a schedule t h a t would have freed all c rude prices b y October 1981; 
however, in J a n u a r y 1981, all pr ice controls on c rude oil were immed ia t e ly 
l i f ted. N a t u r a l gas prices cont inued to be subject to controls, as requi red by 
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the N a t u r a l Gas Policy Act of 1978, b u t ini t ial deregula t ions began J a n u a r y 1, 
1985. 
1.07 By the ear ly 1980s, the price for a bar re l of oil ranged f rom t h i r t y to 
for ty dollars ( and somet imes higher) , r epresen t ing an a p p r o x i m a t e 1000-per-
cent increase in less t h a n ten years . I n t h e mid-1980s, however, prices h a d 
declined in the face of a world oil surplus. T h e ef fec ts of these f luc tua t ions 
were f u r t h e r compl ica ted b y U.S. gove rnmen t price controls t h a t des igna ted 
d i f fe ren t grades of oil a n d c rea ted a complex pr ic ing s t ruc tu re . As a result , 
p roduc ing companies grew increas ingly r e luc t an t to explore a n d drill. This 
re luc tance m a y have s t e m m e d f rom the fac t t h a t a bar re l of domest ica l ly 
produced oil o f ten had a sale price s igni f icant ly less t h a n the price of impor t ed 
oil. 
Types and Sizes of Companies in the Industry 
1.08 Compan ie s engaged in oil gas explorat ion and produc t ion a re charac-
ter ized by a wide d ivers i ty in t y p e a n d size; u l t ima te ly , most are p r imar i l y 
d e p e n d e n t on the i r success in exploring for a n d developing oil a n d gas reserves. 
Compan ies in the i ndus t ry range f rom the largest corpora t ions in the world to 
ve ry small companies or propr ie torsh ips wi th l imited sales and resources. 
1.09 T h e organ iza t ion of oil a n d gas companies var ies depend ing on size 
a n d d ivers i ty of act ivi t ies . Oil and gas producers a re usual ly classified as 
i ndependen t or i n t eg ra t ed companies . A ful ly in t eg ra t ed c o m p a n y produces oil 
and gas a n d also opera tes refineries, pipelines, a n d wholesale a n d re ta i l out lets . 
Some companies a re only pa r t i a l l y in teg ra ted . 
1.10 I n d e p e n d e n t explorat ion and product ion companies genera l ly do not 
ref ine p roduc t s or engage in m a r k e t i n g act ivi t ies . T h e y l imit the i r ac t iv i t ies to 
explorat ion, deve lopment , a n d product ion . 
1.11 Discussions in th is guide will concen t ra t e on the oil gas explorat ion 
a n d product ion ac t iv i t ies of bo th i ndependen t a n d in t eg ra t ed oil a n d gas 
operat ions. These ac t iv i t ies include acquis i t ion of mine ra l proper t ies , explora-
tion, dril l ing a n d deve lopment , a n d product ion . 
Ownership Interests and Operations 
1.12 The charac te r i s t i cs re la t ively un ique to oil a n d gas opera t ions a re 
the normal existence of mul t ip l e ownerships of ind iv idua l proper t ies a n d the 
va ry ing types of ownership interests . This va r i e t y of ownership in teres ts has 
developed in response to the need to share risks, to t a k e a d v a n t a g e of t ax 
oppor tuni t ies , a n d to raise the large a m o u n t s of c ap i t a l necessary. T h e princi-
pa l t ypes of ownersh ip or economic in teres ts encounte red in the i n d u s t r y will 
be discussed, b u t va r i a t ions of these will be encountered because of the easily 
divisible n a t u r e of oil a n d gas operat ions . 
Types of Interests 
1.13 Mineral interest is t h e comple te ownersh ip of t h e minera l s in place. 
1.14 Royalty interest is t he por t ion of the mine ra l in teres t r e t a ined by the 
lessor. This in teres t ent i t les t he roya l ty in te res t owner to a f r ac t iona l a m o u n t 
of the product ion f rom the p rope r ty , in k ind or in value , less t he app l icab le 
severance a n d the windfa l l p rof i t taxes. Occasionally, t he roya l ty in te res t m a y 
bear ce r ta in specific costs. 
1.15 Working interest (or operating interest) is the interest in the oil and 
gas in place t h a t bea r s most or all of t he cost of deve lopment and opera t ion of 
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the p roper ty . Minera l in teres t revenues minus the roya l ty in teres t equals the 
working in teres t share of revenues. 
1.16 Overriding royalty is a roya l ty in teres t t h a t is c rea ted out of the 
working interes t . I t s t e r m is coextensive wi th t h a t of the working in te res t f rom 
which it was c rea ted . 
1.17 Net profits interest is an in teres t in product ion c rea ted f rom the 
working in teres t and measured by a ce r t a in pe rcen tage of the ne t prof i t s (as 
def ined in the con t rac t ) f rom the opera t ion of the p rope r ty . 
1.18 Retained interest is an in teres t t h a t arises when the working in teres t 
owner t r ans fe r s the basic r ights a n d responsibil i t ies for developing and opera t -
ing the p r o p e r t y to ano the r p a r t y a n d re ta ins a special nonopera t ing in teres t 
c rea ted by the conveyance con t rac t . 
1.19 Carved-out interest is an in teres t c rea ted when the working in teres t 
owner re ta ins the basic working in teres t b u t g r an t s to ano the r e n t i t y special 
nonopera t ing r ights a n d obligations. 
Joint Interest Operations 
1.20 Operating Agreements. Jo in t in teres t (also refer red to as " joint 
v e n t u r e " ) opera t ions resul t f rom an ag reemen t a m o n g two or more working 
in teres t owners whereby one p a r t y is des igna ted as the opera to r for the 
deve lopment a n d opera t ion of the jo in t ly owned p r o p e r t y included in the joint 
ven tu re . I n joint in teres t operat ions , each working in teres t owner re ta ins an 
undiv ided in teres t in the joint ly ope ra t ed p roper ty . Th i s d i rect ownership is 
usual ly included in the f inanc ia l s t a t e m e n t s of the investor th rough di rect 
inclusion of i ts propor t ional share of t he expenses, revenues, a n d assets. Jo in t 
in teres t opera t ions are designed to accomplish the object ives of shar ing risk, 
ob ta in ing cap i ta l , max imiz ing eff ic iency of deve lopmen t and operat ions , a n d 
enhanc ing the recovery of reserves. 
1.21 Jo in t in teres t opera t ions a re governed by complex ope ra t ing agree-
men t s t h a t set fo r th the r ights , dut ies , a n d obl igat ions of each p a r t y . A 
s ignif icant p a r t of the a g r e e m e n t is t he account ing procedure section, which 
establ ishes the basis for charges a n d credi ts to the opera tor a n d the nonopera t -
ing par t i es a n d provides for billings, a d v a n c e of funds , p a y m e n t schedules, 
audi ts , a n d o ther general provisions of t he a r r a n g e m e n t . T h e accoun t ing 
provisions in joint ope ra t ing ag reemen t s usual ly follow a model provision 
devised by the Council of Pe t ro l eum Accoun tan t s Societies (COPAS). Al though 
the lease is usual ly considered the account ing un i t , m a n y costs cannot be 
di rect ly ident i f ied wi th a pa r t i cu l a r lease. Such costs a re usual ly ca tegor ized as 
indirect expenses a n d are recovered b y a l locat ing overhead to leases on some 
reasonable basis. These costs include service un i t costs a n d cer ta in types of 
overhead. 
1.22 T h e opera tor bills the nonopera tors (usual ly a t t he end of each 
mon th ) for the i r share of the mon th ' s expendi tures . T h e billing is re fe r red to as 
a joint in teres t bill ing (JIB) . T h e opera to r m a y also m a k e a cash call a t t he 
beginning of each m o n t h for the nonopera tor ' s share of a n t i c i p a t e d expendi-
tures t h a t will be incurred du r ing the mon th . I n some cases, the opera tor m a y 
also collect revenues f rom product ion of c rude oil a n d other l iquids a n d 
d i s t r ibu te the proceeds to the var ious ownership interes ts , a l though in m a n y 
cases the purchase r will p a y the var ious in teres ts d i rec t ly based on the division 
order. Normal ly , purchase r s of n a t u r a l gas r emi t revenues d i rec t ly to working 
in teres t owners in accordance wi th purchase r a g r e e m e n t s negot ia ted wi th each 
working in teres t owner. 
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1.23 Most large oil and gas companies , as well as m a n y smaller compa-
nies, ac t as opera tors on a n u m b e r of t he oil and gas proper t ies in which t h e y 
have an in teres t . I t should be recognized, however, t h a t near ly all companies 
will be nonopera tors wi th respect to a s igni f icant port ion of the i r proper t ies . In 
addi t ion, the ex ten t to which nonopera tors t ake an ac t ive role in the opera t ion 
of proper t ies var ies widely in prac t ice . I n m a n y instances, the nonopera tor 
m a i n t a i n s full accoun tab i l i t y for ac t iv i t ies on the proper t ies , including ad-
vance au thor iza t ion of cap i t a l expendi tu res th rough the au thor iza t ion for 
expendi tu re ( A F E ) process a n d review a n d app rova l of revenue a n d expense 
t ransac t ions . In o ther instances, nonopera tors m a y rely a lmost en t i re ly on the 
opera tor for recording t r ansac t ions and m a i n t a i n i n g accoun tab i l i t y and re-
ceive only a s u m m a r y repor t of ac t iv i ty . T h e degree of ac tua l involvement in 
prac t ice m a y fall anywhere wi th in this range. 
1.24 Joint Interest Audits. T h e accoun t ing procedure section of the 
opera t ing ag reemen t usual ly conta ins a provision t h a t establ ishes the t im ing 
of the aud i t i ng of the opera tor ' s records by the nonopera t ing par t ies . U n d e r 
some of the account ing procedures, the nonopera tors m a y aud i t the opera tor ' s 
expendi tu res wi th in two years a f t e r t he end of t he period to be aud i t ed . If such 
an option is not exercised, or if an exception is not g r an t ed in advance , t he 
nonopera tor would be prec luded f rom conduc t ing a subsequen t a u d i t and all 
t r ansac t ions billed would be considered correct . 
1.25 In some of the older ag reements , provisions existed where the 
nonopera tor was p e r m i t t e d m u c h less t ime to conduct an a u d i t (for example , a 
s ix-month cons t ra in t was not unusual ) . 
1.26 Jo in t in teres t aud i t s are normal ly conduc ted by t h e nonopera to r ' s 
in te rna l aud i to rs or by independen t aud i to rs hired by the nonopera tor . T h e 
p u r p o s e — a n d therefore the scope—of joint in teres t aud i t s is s igni f icant ly 
d i f fe ren t f rom an a u d i t of f inancia l s t a t e m e n t s in accordance wi th genera l ly 
accep ted aud i t i ng s t anda rds . Such aud i t s are beyond the scope of th is guide; 
however, the i ndependen t aud i to r should realize the re are no general ly recog-
nized joint in teres t aud i t s t a n d a r d s in existence. T h e qua l i t y of joint in teres t 
aud i t s m a y v a r y s ignif icant ly . (See the Bibl iography for COPAS bullet ins.) 
1.27 Division Orders. C o n t r a c t u a l ag reemen t s a m o n g the pa r t i e s deter -
mine ownership interests , a n d rare ly are two con t rac t s exact ly the same. In 
a lmost every case the re will be a t least two rec ip ients of product ion proceeds: 
the working in teres t owner a n d the roya l ty owner. Thus , a division-of-interest 
order (or s imply division order) is p r epa red to ind ica te the proper d i s t r ibu t ion 
of product ion proceeds. 
1.28 A regular division order is an ag reemen t be tween the pu rchase r of 
product ion a n d all t he var ious owners of in teres ts in the p rope r ty . Th i s 
ag reemen t includes the following: (1) t he legal descr ipt ion of the p roper ty ; (2) 
the owners of in teres ts in the p roper ty ; (3) t he in teres t owned by each; a n d (4) 
the t e rms of purchase , including provisions deal ing wi th passage of t i t le , price, 
m e a s u r e m e n t , p roduct ion taxes, a n d re la ted i tems. T h e opera tor of the prop-
e r t y c i rcula tes the division order to the var ious owners of in teres t . E a c h owner, 
by signing the division order, does the following: represen ts ownership to be as 
s ta ted ; au thor izes the purchase r to receive product ion f rom the p r o p e r t y a n d 
to m a k e p a y m e n t to the owners in propor t ion to the i r respect ive interests ; a n d 
agrees to all o ther provisions of the division order. Somet imes the opera to r 
receives the full p a y m e n t f rom the purchase r a n d makes the d i s t r ibu t ion to 
the o ther owners. 
1.29 I n the event t h a t an owner of in teres t is unknown or cannot be 
located a n d the s igna ture canno t be secured on the division order , t he revenue 
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appl icable to t h a t in teres t is held in suspense. In a s imilar m a n n e r , revenue is 
held in suspense pend ing receipt of proof of t i t le or t i t le opinion, execution of 
the division order, or l i t igat ion to resolve a d i spu te over ownership of an 
interest . 
Sources of Capital 
1.30 Oil and gas producing companies requi re enormous a m o u n t s of 
capi ta l , especially in thei r explorat ion and deve lopment act ivi t ies . As in most 
industr ies , the t r ad i t iona l sources of cap i t a l are in t e rna l f inanc ing a n d equ i ty 
and other forms of ex terna l f inancing. However , the var ious and somet imes 
un ique a d a p t a t i o n s in the oil and gas indus t ry w a r r a n t discussion. 
1.31 I n the pas t , oil a n d gas companies , especially those t h a t were large 
and f inancia l ly strong, were able to f u n d a large a m o u n t of thei r explorat ion 
a n d deve lopment ac t iv i t ies wi th in te rna l ly genera ted funds . Inc reased compe-
t i t ion among companies for explorat ion r ights to undeveloped proper t ies as 
well as rising acquis i t ion a n d deve lopment costs have resul ted in companies 
t u rn ing more f r equen t ly to other sources of funds . 
Joint Interests 
1.32 Companies o f t en en te r into a r r a n g e m e n t s wi th o thers as a m e a n s of 
raising or shar ing capi ta l . This can be done by c rea t ing joint ven tu re s or 
pa r tnersh ips , b u t is o f ten accomplished by t r ans fe r r i ng a por t ion of the 
working in teres t to o ther par t ies , as discussed more thoroughly unde r "Con-
veyances" in p a r a g r a p h s 2 .120 th rough 2.131. Depend ing on the a t t r a c t i v e -
ness of the p rope r ty and the owner 's willingness to d i lu te in teres t , a por t ion of 
the costs of a p rope r ty m a y be f inanced in th is m a n n e r . An example of a 
common deal a t one t ime in the i ndus t ry was a " th i rd for a q u a r t e r , " in which 
the purchase r agreed to assume a th i rd of the costs in exchange for a fou r th of 
the working in teres t in the p rope r ty . Another example is a car r ied in teres t 
a r r a n g e m e n t , in which one p a r t y agrees to develop a n d opera te a p rope r ty a t 
its costs b u t m a i n t a i n s the r ight to r e c a p t u r e its costs or a def ined grea te r 
a m o u n t f rom the proceeds of product ion . 
Limited Partnerships 
1.33 I t is common for oil a n d gas opera tors to organize l imited pa r tne r -
ships. These pa r tne r sh ips are commonly called "oil a n d gas f u n d s " or "oil and 
gas p rog rams . " L imi t ed pa r tne r sh ip s are organized by a sponsor who sells 
in terests in the p a r t n e r s h i p to p r i va t e investors a n d then ac ts as t he general 
p a r t n e r when the p a r t n e r s h i p has been organized. In the pas t l imi ted pa r tne r -
ships were usual ly s t r uc tu r ed to max imize the t ax deduct ions passed th rough 
to the l imited pa r tne r s . The l imited p a r t n e r s are usual ly liable only for the 
a m o u n t of thei r con t r ibu t ion to the pa r tne r sh ip . T h e general p a r t n e r normal ly 
has un l imi ted l iabi l i ty for the deb t s a n d obl igat ions above the l imited pa r t -
ners ' capi ta l ; however, the general p a r t n e r has full control over t he pa r tne r -
ship's operat ions . 
1.34 T h e pa r tne r sh ips typ ica l ly are e i ther dril l ing f u n d s or product ion 
funds . Dri l l ing f u n d s are organized to f inance explorat ion of new prospects , 
while product ion f u n d s a re invested only in proper t ies known to conta in oil or 
gas. 
1.35 T h e l imi ted p a r t n e r s h i p is governed by the p a r t n e r s h i p ag reemen t , 
which explains the r ights a n d obl igat ions of the pa r tne r s . T h e p a r t n e r s h i p 
ag reemen t specifies the me thod of a l locat ing revenues a n d expenses be tween 
the general a n d l imi ted p a r t n e r in teres ts . T h e basic al location me thods are 
func t iona l al location, revers ionary interest , p romoted in teres t , and carr ied 
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in teres t . T h e l imited p a r t n e r should look to the subs tance of the t r ansac t ion 
for the proper account ing t r e a t m e n t . Me thods for special allocation of prof i t s 
a n d costs for t ax purposes m a y be i n a p p r o p r i a t e for f inancia l repor t ing 
purposes. 
1.36 Func t iona l al location usual ly provides for the tax-deduct ib le ex-
penses to be paid wi th the l imited p a r t n e r s ' con t r ibu t ion a n d al located to 
t hem. Cap i t a l expendi tu res such as leasehold costs and e q u i p m e n t are paid 
wi th the general p a r t n e r s ' con t r ibu t ion . Revenue shar ing is based on a prede-
t e rmined pe rcen tage ra t io be tween the general and l imited pa r tne r s . This 
method normal ly achieves the fas tes t deduct ion of costs for the l imited 
par tne rs . 
1.37 Unde r a revers ionary in teres t al location, the l imited p a r t n e r s ' contri-
but ion is used to p a y the largest pe rcen tage of the p a r t n e r s h i p expenses, a n d 
the l imited p a r t n e r s receive a high pe rcen tage of the revenues unt i l t hey 
recover thei r ini t ial cap i t a l cont r ibut ions . Af te r the l imited p a r t n e r s recover 
their ini t ial i nves tmen t , t he al location rever t s to ano the r pe rcen tage ra t io 
assigning a larger port ion of revenues and expenses to the general p a r t n e r 
interest . 
1.38 I n a p romoted in teres t p rogram, the general p a r t n e r pays a specified 
pe rcen tage of all costs and receives a d i spropor t iona te ly larger pe rcen tage of 
net revenues. 
1.39 I n a carr ied in teres t p rogram, the general p a r t n e r pays a specified 
percen tage of ope ra t ing costs a n d receives a specified pe rcen tage (of ten larger) 
of revenues b u t does not bear a n y cap i t a l costs. 
1.40 Aside f rom the d i f ferences in the equ i ty section of the f inancia l 
s t a t e m e n t s a n d the al locat ion of revenues a n d costs be tween the genera l a n d 
l imited pa r tne r s , which is d i c t a t ed by the p a r t n e r s h i p ag reemen t , the account -
ing for a n d the aud i t ing of an oil and gas l imited p a r t n e r s h i p are bas ical ly the 
same as for a n y other oil a n d gas producer . However , f inancia l s t a t e m e n t s are 
of ten p repa red on e i ther the income tax or cash basis, except for those of 
publ ic l imi ted pa r tne r sh ips , which are requi red to be p r epa red on the basis of 
general ly accep ted accoun t ing principles. This guide does not discuss the 
income t ax or cash basis f inanc ia l s t a t e m e n t s of l imi ted p a r t n e r s h i p s — n o r 
does it address f inancia l account ing and aud i t i ng considerat ions t h a t m a y be 
un ique to l imited pa r tne r sh ips . 
Other Sources of Capital 
1.41 Qui te common are product ion p a y m e n t t ransac t ions , whereby a 
lender advances funds to be repaid f rom f u t u r e product ion . Shor t - te rm as well 
as long-term f inanc ing f rom banks of ten t akes the form of product ion loans, 
secured by specific, p roducing mine ra l proper t ies . T h e aud i to r should be aware 
of the po ten t ia l impl ica t ions of the d i f f e ren t forms of f inancing . 
Accounting for Oil and Gas Producing Activities 
1.42 T h e two p r i m a r y account ing methods followed by oil a n d gas 
producers are the successful e f for ts me thod a n d the full cost method . Success-
ful ef for ts account ing essent ial ly provides for cap i ta l iz ing only those costs 
d i rect ly re la ted to proved propert ies ; it t hen amor t izes those costs over the life 
of the propert ies . 
1.43 Pr ior to the mid-1950s, most oil a n d gas companies used the success-
ful ef for ts account ing me thod or some var ia t ion thereof . In the mid-1950s, a 
fo rm of the full cost me thod of account ing was in t roduced . 
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1.44 T h e full cost concept became popula r wi th small , newly formed 
companies . I t allowed t h e m to defer thei r ear ly costs unt i l successful explora-
tion produced of fse t t ing revenue . By 1970, a lmost half of the publ ic oil and gas 
producing companies were using a form of the full cost method . 
1.45 Ful l cost account ing general ly provides for cap i ta l iz ing (wi th in a 
cost center ) all costs incurred in exploring for, acqui r ing , a n d developing oil 
a n d gas reserves—regardless of whe the r or not the results of specific costs a re 
successful. This me thod is based on the premise t h a t the costs of unsuccessful 
explorat ion ef for ts are necessary for the discovery of reserves even though such 
expendi tu res are m a d e wi th the knowledge t h a t specific e f for ts m a y not 
ac tua l ly locate any . Thus , all costs incurred in acqu i r ing minera l r ights, in 
drilling, a n d in explorat ion ac t iv i t i es—along wi th all ca r ry ing costs of nonpro-
ducing proper t ies in the cost c e n t e r — a r e t r e a t e d as the cost of reserves in t h a t 
center . T h e costs capi ta l ized in a cost center are t hen amor t i zed a n d charged 
to expense while the minera l reserves in t h a t cost center are produced. 
1.46 Unde r the full cost method , the cost cen te r is used to "pool" costs to 
be la ter m a t c h e d wi th revenues gene ra t ed f rom the cost center ' s operat ions . 
Unde r the broades t concept , the company ' s ent i re worldwide oil a n d gas 
opera t ions would be t r e a t e d as a single cost center . Most companies , however, 
consider the con t inen t or the ind iv idual coun t ry a cost center , a n d the S E C 
account ing rules specify the size of cost centers to be an indiv idual count ry . 
1.47 In 1969, the Amer ican I n s t i t u t e of Cer t i f ied Publ ic Accoun tan t s 
(AICPA) publ ished Account ing Research S tudy (ARS) No. 11, which called for 
the e l iminat ion of the full cost me thod a n d r ecommended t h a t the successful 
ef for ts me thod be the only accep tab le method . The Account ing Pr inciples 
Board (APB) appo in t ed a commi t t ee to develop an a u t h o r i t a t i v e opinion on 
f inancia l account ing a n d repor t ing for the oil a n d gas indus t ry ; however, the 
A P B was t e r m i n a t e d in 1973 before the commi t t ee comple ted its charge . 
1.48 I n December 1977, the F inanc ia l Account ing S t a n d a r d s Board 
(FASB) issued FASB S t a t e m e n t No. 19, Financial Accounting and Reporting 
by Oil and Gas Producing Companies. T h e s t a t e m e n t requi red a form of 
successful e f for ts account ing as the un i fo rm method for all en terpr i ses engaged 
in oil a n d gas producing act ivi t ies . 
1.49 I n s u m m a r y , successful e f for ts account ing as specified by FASB 
S t a t e m e n t No. 19 provides t h a t — 
1. Geological a n d geophysical costs, costs of ca r ry ing a n d re ta in ing 
undeveloped proper t ies , a n d d ry hole a n d bo t tom hole cont r ibu t ions 
should be charged to expense when incurred. 
2. Acquisi t ion costs should be capi ta l ized init ial ly; however, losses 
should be recognized if the va lues of unproved proper t ies are deter -
mined to be impa i red on the basis of a requi red periodic assessment . 
3. T h e costs of dril l ing explora tory wells a n d explora tory- type s t ra t i -
g raph ic tes t wells should be cap i ta l ized pending de t e rmina t i on of 
whe ther the well has found proved reserves. T h e costs of unsuccess-
ful explora tory wells should be charged to expense. 
4. T h e costs of dril l ing deve lopment wells, including unsuccessful de-
ve lopment wells, should be capi ta l ized . 
5. Produc t ion cos t s—together wi th the amor t i za t ion of the cap i ta l ized 
acquis i t ion, explorat ion, a n d deve lopment costs—should become the 
cost of oil a n d gas produced. 
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6. Cap i ta l i zed costs are a c c u m u l a t e d by cost centers , which provide a 
means whereby costs can be collected and amor t i zed aga ins t re la ted 
revenues. For amor t i za t ion purposes, the cost center is the individ-
ual p r o p e r t y or an aggregat ion of proper t ies in the same field or 
reservoir. 
7. Cap i ta l i zed acquis i t ion costs should be amor t i zed on the unit-of-
product ion me thod using to ta l proved oil a n d gas reserves. Cap i ta l -
ized explorat ion and deve lopment costs should be amor t i zed on the 
un i t -of -product ion me thod using proved developed oil a n d gas 
reserves. 
1.50 T h e S E C called for publ ic hear ings in August 1978 before adop t ing 
the s t a t e m e n t as the a u t h o r i t a t i v e s t a n d a r d of account ing and repor t ing for oil 
a n d gas produc ing companies fi l ing repor ts wi th the SEC. Because of the 
strong opposi t ion voiced a t those hear ings , the SEC issued Account ing Series 
Release (ASR) No. 253, section 406, Adoption of Requirements for Financial 
Accounting and Reporting Practices for Oil and Gas Producing Activities. This 
A S R — 
• Adopted the form of successful ef for ts account ing and the disclosures 
prescr ibed by FASB S t a t e m e n t No. 19. 
• I n d i c a t e d the SEC's in ten t ion to develop a form of the ful l cost 
account ing me thod as an a l t e rna t i ve accep tab le for SEC repor t ing 
purposes (ASR No. 258, section 406). 
• Concluded t h a t bo th the full cost a n d successful e f for ts me thods of 
account ing , based on historical costs, fai l to provide suff ic ient infor-
ma t ion on the f inanc ia l position and opera t ing results of oil and gas 
produc ing companies and, accordingly, t h a t s teps should be t aken to 
develop an accoun t ing me thod based on a va lua t ion of proved oil 
a n d gas reserves. (The SEC la ter decided t h a t the va lua t ion ac-
count ing it p roposed—reserve recognit ion account ing ( R R A ) — w a s 
no longer considered to be a po ten t ia l method of account ing in the 
p r i m a r y f inanc ia l s t a t e m e n t s of oil and gas producers . T h e S E C also 
announced its suppor t of an u n d e r t a k i n g by the FASB to develop a 
comprehens ive disclosure package for those engaged in oil and gas 
produc ing act ivi t ies . ) 
• Adopted rules t h a t requi re f inanc ia l s t a t e m e n t disclosure of cer ta in 
f inancia l and ope ra t ing d a t a regardless of the me thod of account ing 
followed. 
I n ASR Nos. 257 and 258, section 406, t he SEC released its f inal rules for 
successful e f for ts a n d full cost account ing . At t h a t point , companies under 
SEC jur isdict ion could follow ei ther the full cost method prescr ibed in ASR No. 
258, section 406.01.c. , or the successful e f for ts me thod prescr ibed in ASR No. 
253, section 406.01.b. , as modif ied by ASR No. 257, section 4 0 6 — a method 
ident ical to t h a t conta ined in FASB S t a t e m e n t No. 19. 
1.51 I n response to the SEC's issuance of ASR No. 253, section 406.01 .b., 
the FASB issued FASB S t a t e m e n t No. 25, Suspension of Certain Accounting 
Requirements for Oil and Gas Producing Companies. This s t a t e m e n t sus-
pended, for an indef in i te period of t ime, most of the provisions of FASB 
S t a t e m e n t No. 19. However , some provisions of FASB S t a t e m e n t No. 19, 
including defer red income taxes and some aspects of p r o p e r t y conveyances and 
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disclosure r equ i rement s , were re ta ined a n d became effect ive . 1 Thus , compa-
nies t h a t repor t to the SEC m a y follow either the full cost account ing me thod 
prescr ibed by ASR No. 258, section 406.01.c. , or the successful e f for ts me thod 
prescr ibed by ASR No. 253, section 406.01.b. , as modif ied by ASR No. 257, 
section 4 0 6 — a method ident ica l to t h a t conta ined in FASB S t a t e m e n t No. 19. 
For nonpubl ic companies the re is no prescr ibed me thod of account ing for costs 
incurred in oil a n d gas explorat ion or for amor t i za t ion of those cap i ta l ized 
costs. 
1.52 I n N o v e m b e r 1982, the FASB issued S t a t e m e n t No. 69, Disclosures 
About Oil and Gas Producing Activities. This s t a t e m e n t a m e n d e d FASB 
S t a t e m e n t No. 19 by es tabl ishing disclosures abou t oil a n d gas producing 
ac t iv i t ies to be m a d e for publ ic ly t r a d e d en terpr i ses when presen t ing a 
comple te set of a n n u a l f inancia l s t a t e m e n t s . I t also requires all ent i t ies (public 
a n d nonpubl ic ) engaged in oil a n d gas produc ing ac t iv i t ies to disclose in thei r 
f inancia l s t a t e m e n t s the me thod of account ing for costs incurred in these 
ac t iv i t ies a n d the m a n n e r of disposing of capi ta l ized costs re la t ing to those 
act ivi t ies . T h e SEC, in F inanc ia l Repor t ing Release ( F R R ) No. 9, Supplemen-
tal Disclosures in Oil and Gas Producing Activities, section 406.02, genera l ly 
adop ted these disclosure s t anda rds . I n s u m m a r y , FASB S t a t e m e n t No. 6 9 
provides for t he following disclosures for publ ic companies as s u p p l e m e n t a r y 
in format ion : 2 
• N e t quan t i t i e s of proved reserves a n d proved developed reserves of 
oil ( including condensa te a n d n a t u r a l gas l iquids) a n d gas as of the 
beginning a n d end of the year , wi th detai ls of changes in proved 
reserves dur ing the year 
• Cap i ta l i zed costs re la t ing to oil a n d gas producing ac t iv i t ies and the 
re la ted deprec ia t ion , deple t ion, amor t i za t ion , a n d va lua t ion al-
lowances as of the end of the yea r 
• Costs incur red in oil a n d gas p r o p e r t y acquis i t ion, explorat ion, a n d 
deve lopment ac t iv i t ies du r ing the yea r 
• Deta i l s of the resul ts of opera t ions for oil a n d gas producing act ivi-
ties du r ing the yea r 
• S t anda rd i zed measure of d iscounted f u t u r e net cash flows re la t ing to 
proved oil a n d gas reserve quan t i t i e s as of the end of t he year , wi th 
deta i ls of changes in the s t anda rd i zed measure dur ing the year 
1.53 For purposes of this guide, "successful e f fo r t s " refers to the account -
ing me thod specified in FASB S t a t e m e n t No. 19 and "ful l cos t" refers to the 
account ing me thod specif ied in Regula t ion S-X of the SEC. I t should be 
recognized t h a t hybr ids of bo th of these methods are commonly refer red to by 
those n a m e s a n d of ten are considered to be wi th in the f r amew o rk of general ly 
accep ted account ing pr inciples for companies not repor t ing to the SEC. 
1 FASB Statement No. 25 also states that for purposes of applying paragraph 16 of APB 
Opinion No. 20, Accounting Changes, successful efforts is the preferable method of accounting for 
oil and gas producing activities; therefore, no justification for a change to the successful efforts 
method is necessary—nor is a preferability letter for such a change required by the SEC for its 
registrants. Any change to the full cost method must be justified as being preferable in the 
circumstances, and a preferability letter describing those circumstances must be filed with the 
SEC for registrants. The SEC's position on preferability letters for accounting changes to or from 
the successful efforts or full cost methods is described in ASR No. 300, section 406.01 .d. 
2 Supplementary information is considered to be outside the basic financial statements and is 
therefore not required to be audited. However, SAS No. 52, Omnibus Statement on Auditing 
Standards—1987, Required Supplementary Information, and Auditing Interpretation No. 1 of 
SAS No. 52, "Supplementary Oil and Gas Reserve Information," at AU section 9558.01-.06, 
describe the auditor's responsibility with regard to this information. 
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1.54 I n addi t ion to accoun t ing me thods included wi th in genera l ly ac-
cepted accoun t ing principles, income tax laws a n d regula t ions have a ma jo r 
ef fec t on bo th the accoun t ing and the economic decisions of oil a n d gas 
companies . The re are m a n y s igni f icant d i f ferences be tween the income t a x a n d 
e i ther of the pr inc ipa l accoun t ing methods , including the ab i l i ty to charge 
in tangib le dri l l ing costs to expense for income tax purposes. T h e aud i to r should 
have an u n d e r s t a n d i n g of the more common differences , which are discussed in 
c h a p t e r 3. 
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Chapter 2 
Business Activities of the Oil and Gas 
Producing Industry 
Acquisition of Mineral Properties 
2.01 I n the oil a n d gas indus t ry , r ights to drill wells and produce minera l s 
found are general ly ob ta ined th rough leasing t ransac t ions . Al though the opera-
tor m a y acqu i re the fee in teres t in the p r o p e r t y (ou t r igh t ownership of bo th 
minera l s a n d surface) , this is not c u s t o m a r y today . T h e opera to r usual ly 
ob ta ins a lease f rom a landowner , e i ther th rough an in-house l a n d m a n or f rom 
an independen t lease broker . T h e l a n d m a n or broker researches the publ ic 
records to ve r i fy the legal owner of the minera l in teres t in the p r o p e r t y and 
m a y ob ta in legal t i t le opinions, a l though in m a n y ins tances the t i t le work will 
not be pe r fo rmed unt i l shor t ly before dri l l ing commences . T h e l a n d m a n or 
broker then negot ia tes t he lease t e r m s wi th the landowner . Leases on s ta te-
owned proper t ies are normal ly a w a r d e d th rough a b idd ing process, wi th leases 
g ran ted to the highest b idder . Leases on federa l ly owned proper t ies located 
offshore or on known geological s t ruc tu res , as well as cer ta in o ther proper t ies , 
a re also awarded by bidding. Leases on most federa l ly owned proper t ies 
located onshore a re a w a r d e d th rough lease appl ica t ion sys tems wi th a s tan-
da rd fee. 
2.02 As discussed under " E x p l o r a t i o n " in p a r a g r a p h s 2.31 th rough 2.46, 
explorat ion ac t iv i t ies m a y t a k e place prior to acquis i t ion of t he mine ra l r ights. 
The Lease 
2.03 T h e most i m p o r t a n t and most commonly found provisions in oil a n d 
gas leases a re out l ined below, b u t it is i m p o r t a n t t h a t oil a n d gas leases be read 
carefu l ly by the aud i to r to ob ta in a n u n d e r s t a n d i n g of the pr inc ipa l provi-
sions. A s t a n d a r d lease ag reemen t , p r epa red by the Amer ican Association of 
Pe t ro leum L a n d m e n , is o f ten a d a p t e d to f i t p a r t i cu l a r c i rcumstances . Al-
though the basic provisions in leases a re similar , each lease m a y conta in 
un ique provisions. These basic provisions a re discussed in the following 
p a r a g r a p h s . 
2 .04 Lease Bonus. T h e lease bonus is the cash or o ther considerat ion pa id 
to the lessor by the lessee in r e t u r n for t he lessor's g r an t ing the lessee r ights to 
explore for minera ls , drill wells, a n d ex t rac t a n y minera l s found. T h e bonus is 
compu ted on a per-acre basis a n d m a y range f rom a few dollars per acre in 
wi ldcat locations to thousands of dollars per acre for locations nea r producing 
proper t ies . I n negot ia ted leases, t he ful l a m o u n t of the bonus m a y not be 
specified in the lease ag reemen t . 
2 .05 Primary Term. T h e m a x i m u m period of t ime allowed for t he lessee to 
commence dril l ing a well is re fe r red to as the " p r i m a r y t e r m , " which is 
normal ly th ree to ten years . 
2 .06 Drilling Obligation. T h e lease genera l ly s t ipu la tes t h a t e i ther dril l ing 
opera t ions begin wi th in a specified period (usual ly one year ) or t h a t t he lessee 
m a k e a specif ied p a y m e n t (delay ren ta l ) to the lessor. I n succeeding years , t he 
same dri l l ing obligat ion exists b u t can be defer red (and the lease r e t a ined) by 
m a k i n g the specified p a y m e n t ; however , no provision is m a d e for t he extension 
of the lease by p a y m e n t of ren t beyond the p r i m a r y t e rm . 
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2.07 Delay Rentals. T h e p a y m e n t m a d e to defer dril l ing ac t iv i t ies for an 
add i t iona l year is called a de lay ren ta l . T h e a m o u n t of t he delay ren ta l is 
normal ly m u c h smaller t h a n the lease bonus. 
2.08 Royalty Provisions. The lessor re ta ins a roya l ty in teres t in the 
minerals . This in teres t ent i t les the lessor to receive free a n d clear of all costs a 
specified port ion of the oil a n d gas produced, or a specif ied port ion of the va lue 
of such product ion , except for (1) the re la ted s t a t e severance or product ion 
taxes, (2) the windfa l l p rof i t tax, a n d (3) cer ta in costs necessary to get the 
p roduc t into a salable condit ion. 
2.09 Production Holds Lease. Once a successful well has been drilled a n d 
commerc ia l p roduc t ion is begun, the lease usual ly r ema ins in ef fec t for as long 
as there is product ion wi thou t ex tended a n d indef in i te i n t e r rup t ion . If produc-
tion ceases, the opera tor m u s t ac t in good f a i th to resume the ex t rac t ion of oil 
or gas wi th in a reasonable t ime (specified in the lease con t rac t ) . 
2.10 Right to Assign Interest. T h e lease con t rac t g r an t s each p a r t y the 
r ight to assign, wi thout app rova l of the o ther p a r t y , a n y p a r t or all of its r ights 
and obligations. 
2.11 Fixed or Mandatory Rentals. T h e con t r ac t m a y provide for r en ta l 
p a y m e n t s t h a t canno t be avoided even though the p rope r ty is abandoned or 
dril l ing has begun. I n ef fec t , these p a y m e n t s are defer red bonuses pa id on an 
ins ta l lment basis. 
2.12 Shut-in Royalties. Most lease con t rac t s provide for shut- in royalt ies, 
which represen t p a y m e n t s b y the opera tor to the roya l ty owner if a successful 
well has been drilled b u t p roduc t ion has not begun wi th in a specified t ime. 
Shut-ins f r e q u e n t l y occur on proper t ies conta in ing gas a n d m a y be caused by 
the absence of a ma rke t , a lack of t r anspo r t a t i on , the necessi ty to ob ta in 
permission f rom a gove rnmen ta l uni t , or for other reasons. Shut-in p a y m e n t s 
m a y or m a y not be recoverable by the opera to r out of f u t u r e a m o u n t s accru ing 
to the roya l ty owner. 
2.13 Offset Clause. A common provision called an offset clause requires an 
opera tor to drill such offset wells to p reven t d ra inage of oil or gas to ano ther 
t r a c t t h a t a p r u d e n t opera tor would drill unde r s imilar c i rcumstances . 
2.14 Compensatory Royalties. P a y m e n t s known as compensa to ry royal-
t ies are m a d e by oil companies to roya l ty owners as compensa t ion for the 
l a t t e r ' s loss of income dur ing periods when the c o m p a n y has not fulf i l led its 
obligation to drill. 
2.15 Guaranteed or Minimum Royalties. If leases are acqu i red on prop-
e r ty hav ing a high p robab i l i ty of being product ive , the minera l owner m a y be 
able to negot ia te a provision in the lease requi r ing the lessee to g u a r a n t e e the 
minera l owner a specified m i n i m u m roya l ty p a y m e n t each m o n t h or each 
year . If the roya l ty owner 's share of ne t proceeds f rom product ion is less t h a n 
the specified a m o u n t , the lessee mus t p a y the di f ference. G u a r a n t e e d pay-
men t s m a y be nonrecoverable or m a y be recoverable out of f u t u r e royal t ies 
accru ing to the roya l ty owner. 
2.16 Surface Damage. Th i s provision is somet imes incorpora ted in a 
minera l lease to requi re a lessee to p a y for a n y d a m a g e s to the leasehold t h a t 
occur f rom dril l ing or ope ra t ing the lease. 
Other Considerations—Acquisition 
2.17 Almost all t r ansac t ions re la ted to oil a n d gas ac t iv i t ies have thei r 
founda t ions in the lease con t rac t . 
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2.18 Oil a n d gas producers m a y also acqui re in teres ts in proper t ies t h a t 
have a l r eady been leased and p e r h a p s drilled a n d developed by others . This is 
usual ly accomplished by assigning all the r ights a n d obl igat ions of t he original 
lessee th rough a sale or by acqu i r ing the ope ra t ing in teres t subject to a 
nonopera t ing in teres t r e t a ined by the original lessee (sublease). Typica l ly , t he 
ass ignment con t rac t specifies an agreed-on va lue of well and lease e q u i p m e n t , 
and the ba lance of purchase price is deemed to be appl icable to the minera l 
r ights ob ta ined . 
2.19 When a fee in teres t in p r o p e r t y is acqui red , the t r ansac t ion is s imilar 
to a typ ica l real es ta te t r ansac t ion in t h a t the acqui re r m a y have all t he 
in teres ts in a p rope r ty a n d not just mine ra l interests . 
2.20 Af te r minera l r ights have been acqui red th rough purchase or lease, 
several years m a y elapse before dril l ing begins. Economic or m a r k e t condit ions 
m a y delay deve lopment . D u r i n g t h a t period, the holder of the r ights m a y be 
required to p a y ad va lorem taxes a n d p a y other ca r ry ing costs in addi t ion to 
possible delay ren ta l s or m i n i m u m roya l ty p a y m e n t s . 
2.21 T h e c o m p a n y will usual ly m a i n t a i n a prospect file or a lease file, or 
both , for each p roper ty . These files general ly include, as a m i n i m u m , a copy of 
the lease, the survey or o ther legal descr ipt ion of the p roper ty , a n d the t i t le 
opinions. As the prospect develops, the lease file will include addi t iona l 
documen t s such as AFEs , division orders, purchase con t rac t s (if appl icable) , 
opera t ing agreements , a n d p roducer - s t a tus cer t i f icat ions . 
2.22 T h e lessee should keep ab reas t of the t im ing of de lay ren ta l pay-
men t s a n d reass ignment obligations. If delay r en ta l p a y m e n t s are not m a d e 
when due, the lease con t r ac t expires. I t is i m p o r t a n t t h a t lease ren ta l s be pa id 
on proper t ies t h a t t he lessee does not wish to sur render . Cus tomar i ly , the lessee 
m a y avoid all obl igat ions a n d give u p all r ights and responsibil i t ies by s imply 
fai l ing to p a y ren ta l s when due, or t he lessee m a y t e r m i n a t e the con t rac t a t 
a n y other t ime by execut ing a fo rmal lease su r render or a qu i t claim deed. I n 
cases where the original lease has been assigned a n d an overr iding roya l ty or 
other t y p e of in teres t is re ta ined , a r eass ignment clause m a y be executed. If so, 
the assignee would be requi red to no t i fy the assignor in advance of an in t en t to 
pe rmi t the lease to lapse. 
2.23 If the lessee wishes to re ta in a p r o p e r t y whose p r i m a r y t e r m is abou t 
to expire b u t on which drill ing has not ye t begun, an extension of the original 
lease m a y be agreed to by both pa r t i e s upon an add i t iona l p a y m e n t by the 
lessee, or a top lease (a new lease con t rac t on the same p rope r ty ) m a y be 
executed, usual ly involving an add i t iona l bonus p a y m e n t by the lessee. A top 
lease m a y also be t a k e n by a t h i rd p a r t y , in expecta t ion of the expira t ion of 
the existing lease. 
Accounting for Acquisition Costs 
2.24 Successful Efforts. Unde r the successful e f for ts method , costs associ-
a t ed wi th the acquis i t ion of leases are capi ta l ized when incurred . These consist 
of costs incurred in ob ta in ing a minera l in teres t in a p roper ty , such as the costs 
of lease bonuses a n d opt ions to lease, brokers ' fees, recording fees, legal costs, 
and other s imilar costs in acqu i r ing p r o p e r t y interests . 
2.25 Unproved proper t ies a re assessed periodical ly to de t e rmine whe the r 
they have been impa i r ed under successful ef for ts account ing . A p rope r ty m a y 
be considered impa i red if, for example , a d ry hole has been drilled on a port ion 
of it or in close proximi ty , and the c o m p a n y has no in tent ion of f u r t h e r dri l l ing 
on the p roper ty . Also, as the expi ra t ion of t he lease t e r m approaches a n d the 
c o m p a n y has not begun dril l ing on the p rope r ty or n e a r b y proper t ies , the 
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possibili ty of pa r t i a l or to ta l i m p a i r m e n t of the p r o p e r t y m a y increase. 
I m p a i r m e n t on indiv idual ly s igni f icant unproved proper t ies is assessed on a 
p roper ty -by-p roper ty basis. If a p rope r ty is found to be impa i red , an impai r -
m e n t al lowance is provided, a n d a loss is recognized in the income s t a t e m e n t . 
2.26 Unproved proper t ies whose costs a re indiv idual ly ins igni f icant m a y 
be amor t i zed in the aggrega te or by groups, on the basis of the experience of 
the c o m p a n y in similar s i tua t ions a n d wi th the considerat ion of such fac tors as 
the p r i m a r y lease te rms , t he average holding period of unproved proper t ies , 
a n d the re la t ive propor t ion of such proper t ies on which proved reserves have 
been found in the pas t . 
2.27 P roper t i es are classified as unproved unt i l proved reserves are 
discovered on the p rope r ty . If a p r o p e r t y being reclassified as proved has 
previously been impa i r ed on an indiv idual basis a n d a va lua t ion al lowance has 
been establ ished, the net a m o u n t (acquis i t ion cost minus va lua t ion al lowance) 
is reclassified. If a va lua t ion al lowance has been provided on the p rope r ty on a 
g roup basis, the gross acquis i t ion cost is reclassified as proved. 
2.28 If an unproved p rope r ty is sur rendered or expires, t he cost of the 
p rope r ty is charged aga ins t the i m p a i r m e n t al lowance to the ex ten t it has been 
provided. Any excess basis is charged to loss. 
2.29 Full Cost. U n d e r the full cost method , all costs associated wi th the 
acquis i t ion of proper t ies a re capi ta l ized wi thin the a p p r o p r i a t e cost center . 
Pr ior to 1983, all cap i ta l ized costs were included in the full cost pool and 
became p a r t of the amor t i zab l e base; however, in ce r ta in c i rcumstances , t he 
cost of unusua l ly s ignif icant i nves tmen t s in unproved proper t ies a n d major 
deve lopment projects could be excluded f rom costs to be amor t ized . E f f ec t i ve 
wi th the SEC's adopt ion of Release No. F R R 14, Oil and Gas Producers—Full 
Cost Accounting Practices; Amendment of Rules, section 406.01.c.i . , in 1983, 
all costs d i rec t ly associated wi th the acquis i t ion a n d eva lua t ion of unproved 
proper t ies m a y be excluded f rom the amor t i za t ion compu ta t i on unt i l it is 
de t e rmined whe ther or not proved reserves can be assigned to the proper t ies . 
The compu ta t i on of deprec ia t ion , deplet ion, and amor t i za t ion (DD&A) is 
f u r t h e r discussed under "Account ing for P r o d u c t i o n " in p a r a g r a p h s 2.105 
th rough 2.119. 
2.30 Full cost account ing requires t h a t proper t ies excluded f rom the 
amor t i za t ion c o m p u t a t i o n be assessed a t least annua l ly to ascer ta in whe the r 
i m p a i r m e n t has occurred. U n e v a l u a t e d proper t ies whose costs are indiv idual ly 
s ignif icant are assessed individual ly . W h e n it is not p rac t i cab le to ind iv idual ly 
assess the a m o u n t of i m p a i r m e n t of proper t ies for which costs are not individu-
ally s ignif icant , such proper t ies m a y be grouped for purposes of assessing 
i m p a i r m e n t . The a m o u n t of i m p a i r m e n t assessed is added to the costs to be 
amor t ized . Full cost account ing does not requi re the assessment of proper t ies 
included in the amor t i za t ion compu ta t i on for i m p a i r m e n t ; r a ther , the cost 
pool in the aggrega te is compared to the cost center "cei l ing." (The cost ceiling 
is f u r t h e r discussed under "Account ing for P r o d u c t i o n " in p a r a g r a p h s 2 .105 
th rough 2.119.) Some companies not subject to SEC regula t ions follow other 
methods of compu t ing the cost "cei l ing." 
Exploration 
2.31 T h e purpose of geological and geophysical explorat ion is to ob ta in 
in fo rmat ion a b o u t subsur face geological condit ions in an a rea t h a t can be used 
in assessing the p robab i l i ty t h a t oil or gas exists in commerc ia l quan t i t i e s . This 
involves f irst locat ing unde rg round s t ruc tu re s or s t r a t i g r aph i c va r ia t ions t h a t 
AAG-OGP 2.26 
Business Activities of the Oil and Gas Producing Industry 1 5 
are conducive to the t r a p p i n g of oil a n d gas, then ca r ry ing out deta i led tes ts to 
see if dri l l ing is just i f ied. 
Origin and Accumulation of Oil and Gas 
2.32 Oil and gas are general ly believed to have or ig ina ted f rom organic 
m a t t e r in s ed imen ta ry rocks. Laye r upon layer of sed iment and an ima l a n d 
p l an t deposi ts were bur ied successively unt i l the accumula t ion became thick, 
somet imes thousands of feet . Bac ter ia took oxygen f rom the t r a p p e d organic 
residues and gradua l ly broke down the m a t t e r in to subs tances rich in carbon 
and hydrogen. The weight of the ove rburden c rea ted high pressure a n d 
t e m p e r a t u r e , compac ted a n d squeezed the sed iment into ha rd shales, t u r n e d 
the organic ma te r i a l into oil and gas, a n d expelled the oil and gas f rom the 
shale into reservoir beds. 
2.33 Oil and gas are usual ly not found where t hey were formed. Source 
rocks, in which the organic ma te r i a l was originally t r a p p e d , are f ine-grained 
and re la t ively impervious . T h e y ra re ly hold oil and gas in s igni f icant quan t i -
ties. T h e oil a n d gas normal ly move f rom the source rock into more porous 
rocks, then mig ra t e u p w a r d th rough the porous rocks unt i l t hey reach a 
s t ruc tu ra l closure or an i m p e r m e a b l e ba r r i e r caused by s t r a t i g r aph i c var ia -
tions. These closures a n d bar r ie r s are called t r a p s and are the cause for 
accumula t ion of oil a n d gas in to a pool or field. 
2.34 An oil or gas reservoir is o f ten erroneously viewed as a large pool of 
l iquid or gas b e n e a t h the ea r th , like a s u b t e r r a n e a n pond. In real i ty , a 
pe t ro leum reservoir is porous rock capab le of conta in ing gas, oil, or wa te r . T h e 
pe t ro leum is a c c u m u l a t e d in the small pore spaces of t he rock. For an oil a n d 
gas pool to be formed, the following f ea tu re s m u s t be present : 
• The re mus t have been an original source bed of organic mate r i a l , 
subjected to the proper t e m p e r a t u r e a n d pressure over suff ic ient 
t ime. 
• There m u s t be a reservoir rock—a rock filled wi th pores so the oil or 
gas can collect (porosity). 
• The rock's pores mus t be in te rconnec ted so the oil or gas can move 
or mig ra t e (permeabi l i ty ) . 
• The re m u s t be a t r a p t h a t will cause the oil or gas to collect in a pool 
a n d p reven t it f rom moving f u r t h e r upward . 
Prospecting for Oil and Gas 
2.35 At one t ime, prospect ing for oil and gas mere ly involved visible 
sightings of surface accumula t ions . The p r i m a r y explorat ion t echn ique used in 
m a n y a reas was sur face geological m a p p i n g to def ine the s t r u c t u r a l f ea tu res 
expressed in the rock outcrops t h a t ind ica ted an oil a n d gas t r a p would be 
present in the subsurface . However , these obvious dril l ing sites were rap id ly 
developed a n d subsur face geological a n d geophysical s tudies were needed to 
locate pe t ro leum reservoirs. Several scient if ic me thods were developed, includ-
ing the seismic method , the magne t i c method , and the g r av i ty method . Surface 
geological studies, however, are still used to locate a reas s t ruc tu ra l l y favorab le 
for oil a n d gas accumula t ions in new explorat ion areas . 
2.36 Geological explorat ion ac t iv i t ies include the following: (1) s tudy ing 
the s t r uc tu r a l conf igura t ion of exposed fo rmat ions on the sur face in order to 
secure in fo rmat ion abou t the s t r u c t u r e of paral le l subsur face beds; (2) examin-
ing the surface for oil or gas seepages, or p a r a f f i n residue t h a t indica tes pas t 
seepage of hydrocarbons ; a n d (3) examin ing subsur face s t r a t a th rough the use 
of samples t aken by core dril l ing as well as m e a s u r e m e n t s of ce r ta in physical 
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proper t ies of the sample rocks, such as res is t iv i ty and rad ioac t iv i ty . In 
addi t ion, geologists and other scientists m a k e m a n y d i f fe ren t tes ts of cu t t ings 
brought to the sur face in the process of dri l l ing wells. 
2.37 Some large companies m a i n t a i n explorat ion d e p a r t m e n t s or es tabl ish 
explorat ion subsidiar ies t h a t own or lease geological and geophysical equip-
m e n t and employ explorat ion crews a n d scientists. Most companies , bo th large 
and small, con t rac t wi th explorat ion a n d oil i ndus t ry service companies to 
ca r ry out thei r explorat ion. 
2.38 If an outs ide con t rac to r is used, the con t r ac t normal ly conta ins 
deta i led provisions abou t the following: (1) the a rea to be covered; (2) the 
n a t u r e of work to be pe r fo rmed; (3) t he t i m e period in which the explorat ion is 
to be carr ied out; (4) the n a t u r e of repor t s to be made ; and (5) rules for 
insur ing secur i ty of d a t a , as well as o ther provisions. 
2.39 W h e n the opera t ing c o m p a n y m a i n t a i n s its own explorat ion depa r t -
men t , it is cus tomary for costs of t h a t d e p a r t m e n t to be a c c u m u l a t e d a n d 
al located to explorat ion ac t iv i t ies and projects . T h e allocation is based on 
s t anda rd i zed charges, such as cost per d a y for a crew, costs per shot-point for 
seismic work, hourly basis for engineers, and the like. F r equen t ly , e m p l o y m e n t 
con t rac t s wi th geologists or geophysicists call for the employee to receive 
ownership in teres ts in leases acqu i red as the result of explorat ion. 
2.40 For control purposes, explorat ion is u n d e r t a k e n on a project basis. A 
"projec t a r e a " is usual ly the m a x i m u m size t h a t can be ef f ic ient ly explored 
under a coordinated explorat ion p rogram. A p re l imina ry reconnaissance of the 
project a rea using magne tome te r s , g rav i tomete rs , aer ia l pho tography , a n d 
surface geology seeks to def ine "a reas of i n t e r e s t " for oil and gas accumula -
tions t h a t j u s t i fy more intensive explorat ion th rough seismic shooting or core 
drilling. The deta i led explorat ion is conduc ted to de t e rmine more specific 
prospect ive a reas for eva lua t ion wi th dri l l ing a n d m a y be conducted e i ther 
before or a f t e r acqui r ing the lease. 
2.41 Once the seismic d a t a have been ana lyzed a n d the leases acqui red , 
the c o m p a n y de te rmines the exact spot for drill ing. Wells drilled in an 
unproved a rea are referred to as "exp lo ra to ry" wells. T h e more risky explora-
tory wells are refer red to as " w i l d c a t " wells and are o f t en drilled in a reas t h a t 
have not previously yielded commer ica l product ion . 
Other Considerations—Exploration 
2.42 Some explorat ion can be conducted wi thou t d i rect access to p r iva t e ly 
owned land surface; for example , p h o t o g r a p h y and g rav ime t r i c a n d magne t i c 
m e a s u r e m e n t s can be conduc ted f rom planes or satell i tes, a n d s tudies of 
sur face s t r a t a can be m a d e f rom creek beds or r iver beds a n d f rom publ ic 
roads and ra i l roads cu t th rough hills. However , to gain access to p r i v a t e land 
the opera tor mus t secure permission f rom landowners . Th i s t r ansac t ion m a y 
involve a " r igh ts to explore on ly" con t rac t , which pe rmi t s the opera tor to 
conduct explorat ion on the p r o p e r t y b u t does not provide for subsequen t ly 
leasing acreage. Permission m a y also be g r an t ed th rough a " r igh ts to explore 
wi th option to acqu i re a c r e a g e " cont rac t . This a g r e e m e n t calls for the opera tor 
to m a k e a p a y m e n t a t t he t i m e the con t r ac t is signed, a n d it gives the opera to r 
not only the r ight to explore b u t also the r ight to lease all or p a r t of the 
acreage b y pay ing a specified bonus per acre wi th in the option period (of ten 
six months) . 
2.43 Holders of minera l proper t ies m a y m a k e cash cont r ibu t ions to o ther 
opera tors who are dril l ing wells on n e a r b y proper t ies in exchange for which the 
opera tor conduct ing drill ing provides the con t r ibu to r wi th geological d a t a , 
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including samples f rom the well being dril led. Somet imes the t r ansac t ion 
involves a " b o t t o m hole con t r ibu t ion , " calling for cash to be pa id when the 
well has been drilled to a specific geological fo rmat ion or to a specif ied dep th . 
In other cases, the t r ansac t ion involves a " d r y hole con t r ibu t ion , " which 
provides t h a t the cont r ibu t ion is to be m a d e only if t he well being drilled does 
not produce commercia l reserves. If the well is a producer , no cont r ibu t ion is 
made . 
Accounting for Exploration Costs 
2.44 Costs incurred in the geological and geophysical ac t iv i t ies are com-
monly refer red to as "G&G costs ." G&G costs include the following: costs of 
topographical , geological, a n d geophysical studies; r ights of access to proper-
ties to conduct those studies; and salar ies and other expenses of geologists, 
geophysical crews, or o thers conduct ing those studies. Also included in explora-
tion costs are expenses of ca r ry ing a n d re ta in ing undeveloped proper t ies , d ry 
hole and bo t t om hole cont r ibut ions , costs of dril l ing a n d equ ipp ing explora tory 
wells, and costs of dril l ing explora tory- type s t r a t i g raph ic tes t wells. 
2.45 Successful Efforts. U n d e r the successful ef for ts method , G&G costs, 
costs of ca r ry ing and re ta in ing undeveloped proper t ies , and d r y hole a n d 
bo t tom hole cont r ibu t ions are charged to expense as incurred. T h e costs of 
dril l ing explora tory and explora tory- type s t r a t i g raph ic tes t wells are capi ta l -
ized, pending de t e rmina t i on of whe the r the well can produce proved reserves. 
If it is de t e rmined the well will not produce proved reserves, the cap i ta l ized 
costs, ne t of a n y salvage value , are charged to expense. See "Account ing for 
Dri l l ing and Deve lopmen t Costs" in p a r a g r a p h s 2 .60 th rough 2.67. 
2.46 Full Cost. U n d e r the full cost method , all costs associated wi th the 
explorat ion of proper t ies a re capi ta l ized wi th in an a p p r o p r i a t e cost center . 
These cost centers are es tabl ished on a coun t ry -by-coun t ry basis. T h e costs 
become p a r t of the full cost pool. 
Drilling and Development 
2.47 Al though most wells drilled by oil and gas opera tors are in t ended to 
f ind oil a n d gas and to ex t rac t minerals , some wells are drilled solely to ob ta in 
geological in fo rmat ion ( s t r a t ig raph ic tes t wells) or to fac i l i t a te product ion (gas 
or wa te r inject ion wells). Wells drilled wi th in the proved a rea of an oil or gas 
reservoir to the dep th of a s t r a t i g r aph i c horizon known to be p roduc t ive a re 
classified as deve lopment wells; o ther wells drilled to f ind oil a n d gas a re called 
explora tory wells. 
2.48 Var ious dril l ing methods exist. R o t a r y dri l l ing is by fa r t he most 
p reva len t method . R o t a r y drill ing, as the n a m e implies, involves the appl ica-
tion of a ro ta t ing motion to a drill bi t to bore a hole in to the ea r th . A dri l l ing 
fluid ( " m u d " ) is cont inual ly c i rcu la ted in the drilled hole to f lush the cu t t ings 
f rom the hole as it is dril led. 
2.49 Al though well bores are normal ly p lanned to be drilled ver t ical ly , it 
is somet imes necessary or a d v a n t a g e o u s to drill a t an angle, especially in 
offshore operat ions. Di rec t iona l dri l l ing makes it possible to drill a n u m b e r of 
wells using the same rig f rom the same sur face location. Di rec t iona l dril l ing 
has other appl ica t ions . Wells m a y be drilled f rom the shoreline and def lec ted 
to reach a reservoir offshore. I t is also used, a m o n g other things, for explora-
tory dril l ing to locate the f au l t p lane of a s t ruc tu re . 
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The Drilling Contract 
2.50 Opera tors m a y c a r r y out dri l l ing ac t iv i t ies using the i r own rigs, or 
they m a y hire i ndependen t dri l l ing con t rac to rs to drill wells. T h e t e r m s of 
dril l ing con t r ac t s v a r y widely, b u t most involve footage-ra te cont rac ts , day-
ra te cont rac ts , t u r n k e y cont rac ts , or a combina t ion of t he three . 
2.51 U n d e r footage-ra te cont rac t s , the dril l ing con t rac to r is pa id a fixed 
a m o u n t per foot drilled to a specified d e p t h or a n u m b e r of feet below a 
geological fo rmat ion . T h e dri l l ing con t rac to r provides the rig, the dri l l ing crew, 
and ce r t a in ma te r i a l s a n d supplies. T h e opera tor m a y provide dri l l ing m u d 
a n d normal ly provides all well e q u i p m e n t . In a footage-ra te con t rac t , some of 
the risk of dri l l ing is sh i f ted f rom the opera to r to the dri l l ing cont rac tor . If t he 
rig is idle th rough no f au l t of the driller, a da i ly or hour ly charge genera l ly is 
specified. If t he rig can only drill a few feet per d a y because of h a r d rock or 
o ther problems, the dri l l ing con t rac to r bears the economic advers i ty . 
2.52 U n d e r day - r a t e cont rac ts , the opera to r is charged a specif ied sum 
per d a y for the use of a dri l l ing rig a n d dri l l ing crew, which m a y v a r y 
depend ing on whe the r t he rig is dri l l ing or idle, t he ex ten t of e q u i p m e n t 
furn ished , or o ther fac tors . T h e cost of a well bore hole is a func t ion of t he 
speed of the rig, the d e p t h to be dril led, the geological fo rmat ion encounte red , 
a n d o ther dril l ing factors . Typica l ly , unde r day - r a t e cont rac ts , the dri l l ing 
con t rac to r furn ishes the rig a n d crew, b u t t he opera to r provides supplies, mud , 
a n d services. 
2.53 Unde r a t u r n k e y con t rac t , t he con t rac to r g u a r a n t e e s to the opera to r 
a hole drilled to a specif ied dep th . T h e dri l l ing con t rac to r bears most of t he 
risk of adve r s i ty associated wi th dri l l ing costs. T u r n k e y con t rac t s usual ly 
specify comple t ing a well to a ce r ta in po in t—such as to casing point , to 
complet ion, to t anks , or t he like. T h e dril l ing con t r ac t specifies t he point or 
points a t which p a y m e n t is to be m a d e by the opera tor . 
2.54 F requen t ly , an opera tor will assign an economic in teres t in the 
leasehold to ano the r p a r t y in r e tu rn for t he l a t t e r ' s a s sumpt ion of t he cost of 
dril l ing a well. These dri l l ing a r r a n g e m e n t s a re discussed under "Convey-
ances" in p a r a g r a p h s 2 .120 th rough 2.131. 
Completing or Plugging and Abandoning the Well 
2.55 Once the well has been drilled to to ta l dep th , the opera tor eva lua tes 
the evidence to de t e rmine whe the r t h e costs of complet ion can be jus t i f ied. 
This is o f ten refer red to as "cas ing po in t . " Comple t ion of the well does not 
necessari ly m e a n the well will be prof i tab le . Genera l ly , the well will be 
comple ted if the expected revenues exceed the inc remen ta l complet ion costs 
a n d the expected ope ra t ing expenses. Therefore , even though to ta l costs, 
including dril l ing costs, m a y not be recovered, complet ion m a y be economi-
cally jus t i f ied. I t is common in the i n d u s t r y — p a r t i c u l a r l y in p romoted ven-
tu re s—for costs to be shared in d i f f e ren t pe rcen tages depend ing on whe the r 
t hey are incurred before casing point or a f t e r casing point . T h e d e t e r m i n a t i o n 
of this cut-off point can be very i m p o r t a n t in the al location. 
2.56 In comple t ing the well, casing is set a n d cemen ted in to the hole, 
which seals off the produc ing fo rmat ion . The most widely used me thod of 
complet ion is to pe r fo ra t e t h e casing wi th explosive charges t h a t p u n c t u r e 
th rough the casing a n d c e m e n t into the fo rmat ion so the oil a n d gas can en te r 
the well bore. Depend ing on the pe rmeab i l i t y of the format ion , it m a y also be 
necessary to f r a c t u r e or acidize the fo rmat ion to ob ta in the desired flow of oil 
and gas. These are special ized services, general ly pe r fo rmed b y independen t 
well service companies . 
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2.57 Complet ion of the well also involves the ins ta l la t ion of e q u i p m e n t . 
T h e specific e q u i p m e n t requi red will depend on the n a t u r e of the well, 
whe ther oil or gas or both a re produced, the ava i l ab i l i ty of pipelines, a n d other 
factors . 
Developing the Reservoir 
2.58 Normal ly , a single well is not suff ic ient to comple te the deve lopmen t 
of a reservoir. Addi t ional wells usual ly increase the u l t i m a t e q u a n t i t y of oil or 
gas to be ex t rac ted f rom the reservoir. T h e y also a f f ec t t he t im ing of t he 
ext rac t ion a n d thus the presen t va lue of t he income s t r eam. While the 
presence of an oil and gas reservoir was es tabl ished th rough the dri l l ing of the 
discovery well, the p r o p e r t y m a y or m a y not have suf f ic ien t po ten t i a l reserves 
to w a r r a n t t he f u r t h e r expend i tu res requi red for t he comple te deve lopment . 
Core samples, along with pressure tests , flow tes ts a n d rates , f luid analyses, 
a n d other geological d a t a , a re used in deciding whe the r to cont inue wi th 
deve lopment . Assuming t h a t a successful discovery well has been dril led, 
dril l ing a n d deve lopment will con t inue unt i l the boundar ies of t he reservoir a r e 
del ineated . 
The Regulatory Environment 
2.59 Various s t a t e agencies issue regula t ions concerning well spacing 
l imita t ions , rules regard ing un i t i za t ion of reservoirs, and al lowable m a x i m u m 
product ion l imits. Normal ly , t he opera to r m u s t ob ta in p e r m i t s before explora-
tion or dril l ing commences . Repor t s on well d e p t h s a n d resul ts of dri l l ing 
act iv i t ies mus t be filed wi th the app l i cab le agency. For example , if a well is 
de t e rmined to be d ry or commerc ia l ly unproduc t ive , a p lugging repor t is filed 
wi th the s t a t e agency. If a well is comple ted , var ious types of in format ion , 
including product ion, mus t be filed on a regular basis wi th the a p p r o p r i a t e 
s ta te and federa l agencies, including the D e p a r t m e n t of E n e r g y (DOE) , t he 
Federa l E n e r g y Regu la to ry Commission ( F E R C ) , a n d the Minera l s Manage -
m e n t Service. 
Accounting for Drilling and Development Costs 
2.60 Successful Efforts. U n d e r the successful e f for ts me thod , all costs 
incurred while dril l ing an explora tory well a re cap i ta l i zed pend ing de t e rmina -
tion of whe the r the well has found proved reserves. If the well has not found 
proved reserves, the cap i ta l ized costs of dri l l ing the well, ne t of a n y salvage 
value, a re charged to expense. If an explora tory well or explora tory- type 
s t r a t i g raph ic tes t well is in progress a t the end of a period a n d the well is 
de t e rmined not to have found proved reserves before the f inanc ia l s t a t e m e n t s 
for t h a t period are issued, the costs incurred th rough the end of the period, ne t 
of a n y salvage value, a re charged to expense for t h a t period (FASB I n t e r p r e t a -
tion No. 36, Accounting for Exploratory Wells in Progress at the End of a 
Period). 
2.61 All dri l l ing a n d complet ion costs t h a t d i rec t ly lead to the ex t rac t ion 
and product ion of oil a n d gas reserves a n d all deve lopment d r y holes a re 
capi ta l ized . Cap i ta l i zed costs a re a c c u m u l a t e d by cost centers , which provide 
a means whereby costs can be collected a n d amor t i zed aga ins t t he revenues 
the re f rom. For amor t i za t ion purposes, the cost center is t he ind iv idual prop-
e r ty or an aggregat ion of proper t ies in the same field or reservoir. 
2.62 Because deve lopment d r y holes are cap i ta l i zed a n d explora tory d r y 
holes are expensed, t he dis t inct ion be tween t h e m is ex t remely i m p o r t a n t a n d 
should be m a d e by the c o m p a n y prior to dril l ing. 
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2.63 Full Cost. A c o m p a n y t h a t employs the full cost method of account -
ing capi ta l izes all costs associated wi th the dril l ing a n d complet ion of a well, 
regardless of whe the r or not it results in the discovery of oil a n d gas reserves. 
2.64 Interest Capitalization. I n t e r e s t cap i t a l i za t ion m a y be accounted for 
qu i te d i f fe ren t ly under the full cost a n d successful e f for t s methods . A signifi-
can t d i f ference m a y occur be tween these two methods when a c o m p a n y 
following the full cost me thod does not elect to exclude costs of u n e v a l u a t e d 
proper t ies f rom costs to be amor t i zed . 
2.65 FASB I n t e r p r e t a t i o n No. 33, Applying FASB Statement No. 34 to 
Oil and Gas Producing Operations Accounted for by the Full Cost Method, 
s ta tes t h a t assets whose costs are being cu r r en t ly deprec ia ted , deple ted , or 
amor t i zed are assets in use in the earn ings ac t iv i t ies of t he en te rpr i se and a re 
not assets qua l i fy ing for cap i ta l i za t ion of in teres t . 
2.66 Unde r the successful ef for ts method , cap i ta l i zed costs of each prop-
e r ty represent the c o m p a n y ' s assets. W h e n a p r o p e r t y is r eady for product ion 
to commence, the capi ta l ized costs of t h a t p r o p e r t y a re considered " in the 
earn ings ac t iv i t ies of t he en te rp r i se , " and are no longer qua l i fy ing assets. Costs 
of successful and unsuccessful explora tory efforts , including re la ted leasehold 
costs, incurred on a p r o p e r t y are qua l i fy ing assets unt i l t he p r o p e r t y is r eady 
for product ion to commence. 
2.67 U n d e r bo th methods , cap i ta l ized in teres t is a t t a c h e d to the qua l i fy -
ing costs on which the in te res t was c o m p u t e d a n d amor t i zed in the same 
m a n n e r as those costs. 
Oil and Gas Reserves 
2.68 The discovery of oil and gas reserves is t he p r i m a r y object ive of 
explorat ion and deve lopmen t act ivi t ies . In order to assure its long-term exis-
tence, an oil and gas produc ing c o m p a n y m u s t con t inue to replace the reserves 
produced with newly discovered reserves. 
2.69 Reserve de t e rmina t ions have a s igni f icant e f fec t on a c o m p a n y ' s 
results of opera t ions a n d f inanc ia l position. For a c o m p a n y following the 
successful e f for ts me thod of account ing , explora tory wells discovering proved 
oil and gas reserves will be cap i ta l ized ins tead of being expensed. Addi t ional ly , 
for both the successful ef for ts and full cost me thods of account ing , amor t i za -
t ion of capi ta l ized costs is c o m p u t e d by means of the uni t -of-product ion 
method , based on proved reserves. F u r t h e r , under the ful l cost method , the re is 
a l imi ta t ion on capi ta l ized costs in each cost cen te r based p r imar i l y on a 
calculat ion of f u t u r e net revenues f rom es t ima ted produc t ion of proved oil a n d 
gas reserves. 
2.70 Reserves are classified as e i ther proved or po ten t ia l (po ten t ia l 
reserves can be f u r t h e r categor ized as p robable a n d possible). Only proved 
reserves are used for account ing purposes. 
Proved Reserves 
2.71 P roved oil a n d gas reserves (as def ined by the FASB a n d t h e SEC) 
are the e s t ima ted quan t i t i e s of c rude oil, n a t u r a l gas, and n a t u r a l gas l iquids 
t h a t geological and engineer ing d a t a d e m o n s t r a t e wi th reasonable c e r t a i n t y to 
be recoverable in f u t u r e yea rs f rom known reservoirs unde r existing economic 
and operating conditions (prices and costs as of the d a t e the e s t ima te is made) . 
Pr ices include considerat ion of fixed a n d de t e rminab le changes in exist ing 
prices provided only b y con t r ac tua l a r r a n g e m e n t s , b u t not on escalat ions 
based on f u t u r e condit ions. 
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2.72 Reservoirs are considered proved if economic producibi l i ty is sup-
ported by ei ther ac tua l product ion or a conclusive format ion test . The area of 
a reservoir considered proved includes (1) t h a t port ion del ineated by drilling 
and defined by gas-oil or oil-water contac ts or both, if any, and (2) the 
immedia te ly adjoining port ions not ye t drilled, b u t which can be reasonably 
judged as economically product ive on the basis of avai lable geological and 
engineering da ta . In the absence of informat ion on f luid contacts , the lowest 
known s t ruc tu ra l occurrence of hydrocarbons controls the lower proved limit of 
the reservoir. 
2.73 Reserves t h a t can be produced economically through appl ica t ion of 
improved recovery techniques (such as fluid injection) are included in the 
proved classification when successful tes t ing by a pilot project, or the opera-
tion of an installed p rogram in the reservoir, provide suppor t for the engineer-
ing analysis on which the project or p rogram was based. 
2.74 Proved Developed Reserves. Proved developed oil and gas reserves 
are reserves t h a t can be expected to be recovered th rough existing wells wi th 
existing equ ipmen t and opera t ing methods. Addi t ional oil and gas expected to 
be obtained through the appl ica t ion of fluid injection or other improved 
recovery techniques for supp lement ing the na tu r a l forces and mechanisms of 
p r imary recovery should be included as proved developed reserves only a f t e r 
test ing by a pilot project or a f t e r the operat ion of an installed p rogram has 
confirmed, through product ion response, t h a t increased recovery will be 
achieved. 
2.75 Proved Undeveloped Reserves. Proved undeveloped oil and gas 
reserves are proved reserves t h a t are expected to be recovered f rom new wells 
on undril led acreage or f rom existing wells where a relat ively major expendi-
tu re is required for recomplet ion. Reserves on undri l led acreage are l imited to 
those drilling uni ts t h a t offset product ive uni t s and t h a t a re reasonably 
cer ta in of product ion when drilled. Proved reserves for other undri l led uni t s 
can be claimed only where it can be demons t r a t ed with ce r t a in ty t h a t there is 
cont inui ty of product ion f rom the existing product ive format ion . Under no 
c i rcumstances should es t imates for proved undeveloped reserves be a t t r i b u t a -
ble to a n y acreage for which an appl ica t ion of fluid injection or other improved 
recovery technique is con templa ted , unless such techniques have been proved 
effect ive by ac tua l tes ts in the area and in the same reservoir. 
2.76 Subdivisions. Although var ia t ions in terminology occur depending on 
the engineer responsible for the s tudy, it is qui te common to f ind reserve 
classifications fu r the r divided as follows: 
• Producing reserves—Those reserves e s t ima ted to be recoverable 
f rom zones cu r ren t ly open and producing. 
• Shut-in reserves—Those reserves es t imated to be recovered f rom 
zones in which complet ions have been m a d e in wells ready to 
produce and awai t ing connection to delivery facilities. 
• Behind-pipe reserves—Those reserves behind casing in producing 
wells. 
Potential Reserves 
2.77 Proved reserves have indus t ry and regula tory definit ions, bu t there 
are no such s t anda rds for potent ia l reserves, which are of ten referred to as 
probable and possible. These reserve classifications are not subject to SEC 
disclosure. However, since potent ia l reserves are commonly used t e rms in the 
indust ry , these defini t ions are offered as examples. 
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2.78 Probable Reserves. P robab le reserves are those t h a t are suppor ted 
by favorab le engineer ing and geological d a t a b u t are subject to some e lement 
of risk, which p reven t s classif ication as proved reserves. 
2.79 Possible Reserves. Possible reserves include specula t ive reserves 
where risk is re la t ively high. Usual ly , reserves to be included as possible are 
those t h a t depend on some favorab le deve lopment or event (such as creat ion of 
a un i t to conduct f luid-inject ion opera t ions or remedia l work to correct a 
mechanica l defec t ) t h a t is not p red ic tab le wi th suf f ic ien t accuracy . 
Definitional Problems 
2.80 As ind ica ted by the foregoing def ini t ions , the classif icat ion of 
reserves is highly complex. Al though the def in i t ion of proved reserves ci ted is 
f rom SEC regulat ions, it was der ived d i rec t ly f rom similar def in i t ions devel-
oped by the Society of Pe t ro l eum Engineers of the Amer ican I n s t i t u t e of 
Mining, Meta l lurg ica l , a n d Pe t ro l eum Engineers . T h e def ini t ion of p robable 
and possible reserves can v a r y s igni f icant ly f rom one engineer to ano ther . 
Determination of Reserves 
2.81 Reserve e s t ima tes are p r epa red by persons such as pe t ro leum reser-
voir engineers a n d geologists wi th the special ized knowledge and experience 
requi red to e s t ima te oil and gas reserves. T h e engineers m a y be e i ther 
employees of the c o m p a n y or i ndependen t reservoir engineers. Reserve s tudies 
m a y also be p repa red using var ious assumpt ions , each for d i f f e ren t purposes. 
2.82 Reserve e s t ima tes or s tudies a re used for a va r i e t y of purposes, 
inc lud ing— 
• A basis for f inanc ing or i nves tmen t decisions. 
• A basis for m a n a g e m e n t ' s e s t ima tes of in te rna l ly genera ted cash 
flow a n d as i npu t for be t t e r opera t iona l decisions. 
• A basis for c o m p u t i n g the deprec ia t ion , deplet ion, a n d amor t i za t ion 
ra tes used in the sys temat ic al location of capi ta l ized costs to the 
product ion func t ion . 
• Disclosure in fo rmat ion a b o u t a p roduc ing c o m p a n y ' s resources, 
which is used in f inanc ia l repor t ing to lenders, investors, analys ts , 
a n d the SEC. 
• A basis for de t e rmin ing cost ceiling l imi ta t ions . 
2.83 T h e ini t ia l eva lua t ion of a well or wells is m a d e to de t e rmine whe the r 
suff ic ient reserves have been discovered to jus t i fy developing the p rope r ty . 
This eva lua t ion is usual ly p repa red by employees of the c o m p a n y based on log 
a n d core d a t a , drill s tem tests, and o ther ava i lab le in format ion . 
2.84 Oil a n d gas companies should revise reserve e s t ima tes whenever 
there is an indicat ion of the need for revision, a t least annua l ly . T h e reserve 
es t imates p r epa red for this purpose a re usual ly m a d e as of the company ' s 
year-end. In m a n y cases the e s t ima te is p r epa red by independen t reservoir 
engineers. 
2.85 Preparation of Estimates. T h e Society of Pe t ro l eum Enginee r s has 
adop ted s t a n d a r d s p e r t a i n i n g to the e s t ima t ing and aud i t i ng of oil a n d gas 
reserve in fo rmat ion by qual i f ied engineers and geologists.3 A general under-
3 Society of Petroleum Engineers of American Institute of Mining Engineers, Standards 
Pertaining to the Estimating and Auditing of Oil and Gas Reserve Information (Dallas: Society of 
Petroleum Engineers of AIME, 1980). See Appendix B. 
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s tand ing of the methods of, a n d l imi ta t ions on, e s t i m a t i n g proved reserves 
m a y be he lpfu l to the aud i to r . 
2.86 T h e following in fo rmat ion m a y be used to develop reserve q u a n t i t y 
in format ion : 
• Area a n d thickness of the p roduc t ive zone 
• Porosi ty of the reservoir rock 
• P e r m e a b i l i t y of t he reservoir rock to f luids 
• Oil, gas, a n d w a t e r s a tu ra t ion 
• Phys ica l charac te r i s t i cs of oil a n d gas 
• D e p t h to the p roduc ing fo rmat ion 
• Reservoir pressure a n d t e m p e r a t u r e 
• Produc t ion his tory of the reservoir 
• Ownersh ip of t he oil and gas p r o p e r t y 
2.87 E s t i m a t e s of t he reserve q u a n t i t i e s t h a t are economical ly recover-
able also include considerat ion of e s t ima ted selling prices as well as develop-
m e n t a n d product ion costs. T h e me thods used to e s t ima te recoverable reserves 
v a r y wi th the a m o u n t a n d n a t u r e of the above in format ion t h a t is avai lable . 
Af te r a discovery, vo lumet r ic ca lcula t ions are f r e q u e n t l y used to e s t ima te the 
volume of oil a n d gas in-place. T h e in-place volume is t hen conver ted in to 
recoverable reserves b y use of an e s t ima ted recovery fac tor . Th i s fac tor is 
ini t ial ly based on experience in the a rea a n d the t y p e of reservoir drive. As 
product ion d a t a become avai lable , it is possible to e s t ima te reserves f rom 
reservoir pe r fo rmance as well as f rom vo lumet r ic calculat ions. T h e me thods 
used for these combina t ion - type procedures include ma te r i a l -ba l ance calcula-
tions, decline curves, a n d r a t e c u m u l a t i v e curves. 
2.88 Precision of Estimates. According to the Society of Pe t ro l eum Engi-
neers, t he re l iabi l i ty of reserve in fo rmat ion is considerably a f fec ted b y several 
factors . In i t i a l ly , it should be noted t h a t reserve in fo rmat ion is imprecise 
because of t he inheren t unce r t a in t i e s in, a n d the l imi ted n a t u r e of, t he d a t a 
base upon which the e s t i m a t i n g of reserve in fo rmat ion is p red ica ted . More-
over, t he me thods a n d d a t a used in e s t ima t ing reserve in fo rmat ion a re neces-
sari ly o f ten indirect or analogical in cha rac t e r r a t h e r t h a n di rect or deduct ive . 
Fu r the rmore , t he persons e s t ima t ing reserve in fo rmat ion are requi red , in 
app ly ing genera l ly accep ted pe t ro leum engineer ing a n d eva lua t ion principles , 
to make numerous j u d g m e n t s based solely on thei r educa t iona l background , 
thei r professional t r a in ing , a n d the i r professional experience. T h e ex ten t a n d 
s ignif icance of the j u d g m e n t s to be m a d e are, in themselves , suff ic ient to 
render reserve in fo rmat ion inheren t ly imprecise . 
2.89 Reports. T h e reserve es t imat ion process cu lmina te s in the p r e p a r a -
tion of a reserve repor t or reserve s tudy . T h e cover le t te r to a reserve repor t 
should indica te the level of responsibi l i ty assumed by the es t imator . For 
example , some repor ts are based solely on in fo rmat ion ob ta ined f rom the 
client, wi thou t corroborat ion. Others are p r epa red based on an independen t 
review of re levant d a t a . T h e degree of responsibi l i ty assumed by the es t ima tor 
m a y a f f ec t t he ex ten t to which the aud i to r can rely on the repor t . Genera l ly , 
the s tudy will conta in a page for each reserve classif ication of each well. 
S u m m a r y pages are included for each reserve classif icat ion of each lease or 
field, a n d the re usual ly is a s u m m a r y page for the c o m p a n y to ta l by each 
reserve classif icat ion. E a c h well page normal ly ident i f ies t he location, t he 
opera tor , a n d the revenue and working interes t a t t r i b u t a b l e to the e s t ima ted 
in teres t . P a r a g r a p h s 2 .96 a n d 2 .97 are i l lus t ra t ions of a s u m m a r y reserve 
repor t a n d a reserve repor t for an ind iv idua l well. 
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2.90 T h e reserve s t u d y m a y presen t both net unrecovered reserve vo lume 
a m o u n t s a n d associated cash flow f rom product ion by year . Dollar va lues a re 
general ly a t t r i b u t e d only to the subjec t p roducer ' s in teres t in projected a n n u a l 
product ion. Amoun t s p resen ted for each r ema in ing yea r of a p rope r ty ' s eco-
nomic life a r e — 
• Produc t ion of gas a n d oil, un i t prices, a n d gross revenues. Produc-
tion prices a re based on cu r r en t prices, which include considerat ion 
of changes in exist ing prices provided by law, regula tory agencies, or 
c o n t r a c t u a l a r r a n g e m e n t s . 
• P roduc t i on expenses, inc luding p roduc t ion taxes , o p e ra t i n g ex-
penses, windfa l l prof i t tax, a n d e q u i p m e n t a n d deve lopmen t costs. 
P roduc t ion expenses general ly do not include provisions for deple-
tion, deprec ia t ion , or amor t i za t ion . F u r t h e r , reserve s tudies assume 
consumpt ion of e q u i p m e n t du r ing a p rope r ty ' s producing life a n d do 
not ord inar i ly consider res idual values of e q u i p m e n t or r ec lamat ion 
costs. 
• F u t u r e net income ( revenues less product ion expenses) or cash flow. 
• Discounted (p resen t ) va lue of cash flow, general ly c o m p u t e d a t 
var ious ra tes . 
Production 
2.91 Af te r t he well is completed , the product ion phase begins. I n the case 
of gas wells, the pressure in the reservoir is usual ly suf f ic ien t so t h a t the gas 
expands into the well bore when t h e well is opened a n d flows to t h e surface . Oil 
wells, however, m a y be flowing wells, or t hey m a y requi re mechan ica l equip-
m e n t t h a t provides a r t i f ic ia l l i f t to raise the oil to the surface . 
2.92 However the p roduc t is l i f ted f rom the well, f luids produced are 
d i rec ted to a cen t ra l ga the r ing point , o f t en a t a n k b a t t e r y . Some fields m a y be 
equ ipped wi th lease a u t o m a t i c cus tody t r ans fe r (LACT) uni t s t h a t a u t o m a t i -
cally pe r fo rm the following tasks: (1) measure the oil's t e m p e r a t u r e , g rav i ty , 
a n d volume; (2) d ra in off basic sed iment a n d wa te r (BS&W); and (3) run the 
oil f rom the t a n k into the pipeline. T h e well a rea normal ly has all the 
e q u i p m e n t necessary to f ie ld-separa te oil, gas, a n d wa te r , as well as hav ing 
a d e q u a t e s torage for t he oil f rom the t i m e it is p roduced unt i l it is sold. Oil 
general ly conta ins a ce r ta in a m o u n t of gas in solution, a n d usual ly some 
provision mus t be m a d e to s epa ra t e the gas f rom the oil before placing the oil 
in the s torage t anks . T h e well f luids en te r t he oil a n d gas sepa ra to r near the 
center , a n d the gas is removed f rom the top while the l iquid (oil or wa te r ) is 
removed f rom the bo t tom. 
2.93 At this point , the l iquid is likely to con ta in a ce r ta in a m o u n t of 
wa te r , which m u s t be removed before the oil can be sold. For this purpose, it 
m a y be necessary to hea t the l iquid b y pass ing it th rough a cont inuous t y p e of 
hea te r . Genera l ly , this is done in a " h e a t e r - t r e a t e r , " which hea t s t he oil a n d 
wa te r mix ture , s epa ra t ing the wa te r f rom the oil in a single opera t ion . 
2.94 T h e t anks in the t a n k b a t t e r y t h a t are used to store the oil v a r y in 
n u m b e r a n d size, depend ing on the produc t ion of the lease and the f r equency 
of the oil runs. E a c h t a n k has a s t r a p p i n g tab le t h a t conver t s t he feet a n d 
inches m e a s u r e m e n t of oil in the t a n k to bar re ls of oil. The re is a d ra in a t the 
bo t tom of the t a n k for d ra in ing the BS&W. 
2.95 W h e n the t a n k is ful l or a t ano the r p r ede t e rmined t ime, the oil is 
" r u n , " or del ivered to a pipeline, t a n k car , or t a n k t ruck . The pipel ine out le t 
valve on the t a n k is sealed wi th a m e t a l seal while t he t a n k is being filled f rom 
AAG-OGP 2.90 
Business Activities of the Oil and Gas Producing Industry 2 5 
the well a n d is locked open when the t a n k is being empt i ed . Th i s assures the 
pipel ine c o m p a n y a n d the producer t h a t only oil in a pa r t i cu l a r t a n k is 
en te r ing the pipel ine c o m p a n y ' s lines. 
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Exhibit 
2.96 
Example of 
Summary Reserve Report 
Estimated Future Reserves and Income 
Attributable to Certain Leasehold Interests 
Constant Prices and Costs 
as of January 1, 1984 
GRAND SUMMARY 
TOTAL PROVED RESERVES 
REVENUE INTERESTS 
Initial — 
Final — 
1964 
1965 
1966 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
Sub-Total 
Remainder 
Total Future 
ESTIMATED. 
Oil Cond 
Barrels  
4.495,278 
4.011.947 
3,327,238 
2,693,302 
2,210,457 
1,807,246 
1,509,062 
1,263,449 
1,080,703 
892,725 
769,376 
678,024 
635,820 
538,600 
457,916 
26,371,143 
3,085,260 
29,456,403 
8/8 THS PRODUCTION 
Plant Products Gas 
Barrels MMCF 
78,972 
81,588 
70,871 
59,024 
49,712 
41,757 
34,712 
29.471 
24,969 
21,434 
18,166 
16,395 
14,359 
12,294 
11,113 
564,837 
79,135 
643.972 
PROVED 
ALL TYPES 
PRODUCT PRICES 
Oil Cond Ptl Prod Gas 
$/bbt $/bbl $ /MCF 
COMPANY NET PRODUCTION 
Oil Cond 
Barrels 
582,266 
627,640 
544,532 
459,430 
363.511 
327,779 
268,341 
227,977 
197,970 
164,874 
141,628 
117,695 
106,398 
92,873 
77,163 
4,320,077 
476,246 
4,796,323 
DISCOUNTED 
FUTURE NET INCOME S 
COMPOUNDED MONTHLY 
10 00%— 196,665,188 
12.00%— 179,359,985 
15 00%— 158,182,696 
20.00%— 131,721,903 
25 00%— 112,465,343 
AVERACE PRICES 
MMCF 
9,148,881 
10,428,820 
10,267,884 
9,216,576 
8,192,621 
7,162,055 
6,080,123 
5,274,456 
4,611,570 
4,113,842 
3,649,656 
3,396,624 
3,089,405 
2,712,902 
2,433,164 
89,778,579 
20,678,415 
110,456,994 
29 20 
29 04 
29 09 
29 09 
29 06 
29 04 
29 08 
29.10 
29.02 
28.98 
28.96 
28.94 
28 
28.95 
28.91 
29.07 
29.11 
29.07 
3.65 
3.55 
3.58 
3.58 
3.57 
3.57 
3.57 
3.56 
3.55 
3.55 
3.54 
3.53 
3.52 
3.53 
3.53 
3.57 
3.47 
3.55 
COMPANY FUTURE GROSS REVENUE (FGR)-$ 
1964 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
Sub-Total 
Remainder 
Total Future 
17,001,635 
18,221,208 
15,836,372 
13,363,956 
11,143,289 
9,517,618 
7,802,682 
6,632,018 
5,744,786 
4,776,418 
4,100,591 
3,405,720 
3,078,639 
2,687,861 
2,230,552 
125,543,345 
13,858,725 
139,402,070 
33,361,689 
36,977,740 
36,795,471 
33,005,822 
29,226,717 
25.579,552 
21,682,704 
18,757,205 
16,382,827 
14,592,256 
12,932,385 
11,997,215 
10,868,148 
9,565,807 
8,596,833 
320,322,367 
71,747,469 
392,069,836 
Total 
50,363,324 
55.198,948 
52,631,843 
46,369,778 
40,370,006 
35,097,170 
29,485,386 
25,389,219 
22,127,613 
19,368,674 
17,032,976 
15,402,935 
13.946,787 
12,253,668 
10,827,385 
445,865,712 
85,606,194 
531,471,906 
2,456,768 
2,768,346 
2,737,504 
2.409,341 
2,075,019 
1,771,342 
1,448,139 
1,215,668 
1,033,850 
865,891 
751,322 
662,428 
582,344 
501,578 
436,412 
21,715,952 
3,031,788 
24,747,740 
EST. 
WINDFALL 
WINDFALL TAX 
TAX-$ REBATE-$ 
1,078,278 26,915 
1,076,066 2,770 
928,175 2,433 
764,977 3,867 
664,228 1,582 
588,258 1,560 
510,547 5,049 
358,065 1,588 
180,910 486 
30,791 164 
FGR 
AFTER 
PROD & 
WINDFALL 
TAXES-$ 
46,855,193 
51,357,306 
48,968,597 
43,199.327 
37,632,341 
32,739,130 
27,531,749 
23,817,074 
20.913,339 
18,472,156 
16,281,.654 
14,740,507 
13,364,443 
11,752,090 
10,390,973 
418,015,879 
82,574,406 
500,590,285 
Period 
1964 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
Sub-Total 
Remainder 
Total Future 
Operating 
Costs 
5.885,172 
6,059,098 
5,861,035 
5,673,339 
5,422,778 
5,194,745 
4,724,170 
4,386,834 
4,027,972 
3,671,220 
3,356,491 
2,963,873 
2.648,008 
2,391,720 
2,150.402 
64,416.857 
23.424.892 
87,841.749 
DEDUCTIONS-$ 
Ad Valorem Taxes 
766,.990 
864,761 
889,130 
835,283 
754,526 
658,906 
542,960 
465,020 
403,516 
359,110 
317,181 
271,998 
249,626 
220,060 
192,757 
7,791,824 
1,275,444 
9,067,268 
Development 
9,560.992 
7,053,377 
12,002,060 
4,715,369 
2,591,743 
1,583,459 
37,736 
24,426 
68,401 
47,781 
25,425 
149,584 
73,939 
50,000 
11,245 
37,995,537 
493,755 
38,489.292 
Total 
16.213.154 
13,977,236 
18,752,225 
11,223,991 
8,769,047 
7,437,110 
5,304,866 
4,876,280 
4,499,889 
4,078,111 
3,699,097 
3,385,455 
2,971,573 
2,661,780 
2.354,404 
110,204,218 
25,194,091 
135,398,309 
30,642,039 
37,380,070 
30,216,372 
31,975,336 
28,863,294 
25,302,020 
22,226,883 
18,940,794 
16,413,450 
14,394,045 
12,582,557 
11,355,052 
10,392,870 
9,090,310 
8,036,569 
307,811.661 
57,380.315 
365,191,976 
Cumulative 
30,642,039 
68,022,109 
98,238,481 
130,213,817 
159,077,111 
184,379,131 
206,606,014 
225,546,808 
241,960,258 
256,354,303 
268,936,860 
280,291,912 
290,684,782 
299,775,092 
307,811,661 
365,191,976 
Discounted 
10.00% 
29,153,660 
32,193,317 
23,556,909 
22,565,372 
18,438,372 
14,631,290 
11,634,757 
8,974,851 
7,040,110 
5,588,724 
4,422,315 
3,612,591 
2,993,075 
2,369,793 
1,896,515 
189,071,651 
7,593,537 
196,665,188 
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Plant Products Gas 
PRODUCTION 
TAXES-$ 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 0 0 0 0 
6,180,295 0 
6,180,295 
Other 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
Undiscounted 
FUTURE NET INCOME 
BEFORE INCOME TAXES S 
Plant Products 
Barrels 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
Oil Cond 
$/bbl $ /MCF 
EXPENSE 
INTEREST 
Oil 
Condensate 
Plant 
Products 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
Cumulative 
Ultimate 
2014 
1982 
1953 
1916 
1853 
1769 
1696 
1591 
1492 
1417 
1319 
1233 
1158 
1089 
1027 
Number 
of Wells Period 
Period 
0 0 0 0 0 
46,414 0 
46,414 
From Oil Cond 
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Example of Reserve Report 
of Individual Well 
Estimated Future Reserves and Income 
Attributable to Certain Leasehold Interests 
Constant Prices and Costs 
as of January 1, 1984 
FIELD, DESOTO PARISH, LOUISIANA 
OPERATOR 
WELL NO. 5 
REVENUE INTERESTS 
Initial — 
Final — 
Remarks — 
EXPENSE 
INTEREST 0.361950 0.361950 IDENTITY 
Oil 
Condensate 0.271462 0.271462 
Number 
Period of Wells 
1984 
1965 
1966 
1987 
1988 
1989 
1980 
1991 1992 
1983 
1984 
1995 1996 
1997 
1986 
Sub-Total 
Remainder 
Total Future 
ESTIMATED 8/8 THS PRODUCTION 
Oil Cond Plant Products Gas 
Barrels Barrels MMCF 
GAS LEASE 
PROVED 
PRODUCING 
PRODUCT PRICES 
Oil Cond Ptl Prod Gas 
$/bbl $/bbl $/MCF 
30.00 (T3) 2.78 (103A) 30.00 (T3) 2.78 (103A) 
DISCOUNTED 
FUTURE NET I N C O M E - $ 
COMPOUNDED MONTHLY 10.00%— 138,567 12 00%— 132,815 15.00%— 124,945 20.00%— 113,536 25.00%— 103,879 
COMPANY NET PRODUCTION AVERAGE PRICES 
Oil Cond Plant Products Gas Oil Cond Gas 
Barrels Barrets MMCF $/bbl 
$/MCF 
48 0 19371 30.01 2.78 
37 
28 
0 14.720 30.00 2.78 0 11.187 30.01 2.78 
21 0 8.500 30.01 2.78 17 0 6.460 30.04 2.78 12 9 0 4.909 
30.00 2.78 
0 3.731 30.05 2.78 7 0 2.835 30.05 2.78 5 0 1.853 29.96 2.78 0 0 .000 00 .00 0 0 .000 00 00 0 0 .000 .00 .00 0 0 .000 00 .00 0 0 .000 .00 .00 0 0 .000 .00 00 
184 0 73,566 30.01 2.78 0 0 000 .00 .00 
184 0 73.566 30.01 2 78 
COMPANY FUTURE GROSS REVENUE (FCR) -$ 
Period 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1895 
1996 
1997 
1998 
Sub-Total 
Remainder 
Total Future 
Period 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
Sub-Total 
Remainder 
Total Future 
53.851 40.922 31,100 23,630 17,989 13,647 10,372 7,881 5,151 0 0 0 0 0 0 
204,513 0 204,513 
Total 55,304 42,026 31,939 24,268 18,444 14,015 10,652 8,094 5,290 0 0 0 0 0 0 
210,032 0 210,032 
Operating Costs 3,275 3,275 3,275 3,275 3,275 3,275 3,275 3,275 2,761 0 0 0 0 0 0 
28,961 0 28.961 
DEDUCTIONS-$ 
Ad Valorem Taxes Development Costs Total 3,275 3,275 3,275 3,275 3,275 3,275 3,275 3,275 2,761 0 0 0 0 0 0 
28,961 0 28,961 
EST. 
WINDFALL 
TAX 
REBATE-$ 
FGR 
AFTER 
PROD &  
WINDFALL 
TAXES-$ 53,723 40,832 31,038 23,585 17,926 13,622 10,354 7,868 5,143 0 0 0 0 0 0 
204,091 0 204,091 
FUTURE NET INCOME 
BEFORE INCOME TAXES-$ 
Annual 
50,448 37,557 27,763 20,310 14,651 10,347 7,079 4,593 2,382 0 0 0 0 0 0 
175,130 0 175,130 
Undiscounted 
Cumulative 
50,448 88,005 115,768 136,078 150,729 161,076 168,155 
172,748 175,130 175,130 175,130 175,130 175,130 175,130 175,130 
175,130 
Discounted 10.00% 
47,998 32,346 21,644 14,333 9,359 5,983 3,706 2,176 
1,022 0 0 0 0 0 0 
138,567 0 138,567 
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Plant 
Products Gas 0.271462 
0.271462 
Cumulative 
Ultimate 
178 136 103 78 
60 
45 34 
26 
18 0 0 0 0 0 0 678 0 678 1,152 1,830 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
71 55 41 31 24 
18 14 
10 7 0 0 0 0 0 0 271 0 271 494 765 
From 
Oil Cond Plant Products Gas 
1,453 1,104 839 638 485 368 
280 213 139 0 0 0 0 0 0 
5,519 0 5,519 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
PRODUCTION 
TAXES-$ 
1,538 
1,168 
888 675 513 390 296 225 147 0 0 0 0 0 0 
5,840 0 5,840 
WINDFALL 
TAX-t 
43 
26 13 
8 5 3 
2 
0 0 0 0 0 0 0 
101 0 
101 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
Other 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
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2.98 T h e oil del ivered is measured by gauging the height of oil in the t a n k 
before and a f t e r del ivery. T h e oil is also tes ted a t this t ime to de t e rmine its 
g r av i t y or dens i ty , its t e m p e r a t u r e , a n d its BS&W conten t . C rude oil prices are 
posted a t a s t a n d a r d base t e m p e r a t u r e of sixty degrees Fah renhe i t , and the 
value of the crude oil var ies with its densi ty . Therefore , these measu remen t s , 
which are m a d e when measur ing the t a n k ' s contents , a re recorded on the run 
t icket and are used in conver t ing to net bar re ls del ivered. I t is the responsibil-
i ty of the lease opera tor to wa tch the gauging a n d tes t ing of t he oil done by the 
gauger and to be sure t h a t the m e a s u r e m e n t s are correct . 
2.99 W h e n gas is produced, it m a y be run di rec t ly into the gas pipel ine 
a f t e r being measured by an "orif ice m e t e r . " If the gas conta ins l iquid conden-
sates, it m a y be run th rough a processing fac i l i ty to remove the l iquids, which 
are s imilar to crude oil, before the gas is t u r n e d into the pipeline. 
2.100 When a n outs ider purchases oil or gas, s e t t l emen t is usual ly m a d e 
month ly . T h e purchase r cus tomar i ly wi thholds and remi t s to the s t a t e the 
product ion or severance taxes on all product ion . P roduc t ion taxes or severance 
taxes m a y be based on the q u a n t i t y of product ion , on the value of product ion, 
or on a combina t ion of q u a n t i t y and value. The " f i r s t p u r c h a s e r " is normal ly 
requi red to wi thhold a n d remi t to the federal gove rnmen t the windfa l l prof i t 
taxes on oil product ion . However , in cases where the opera tor is an in t eg ra t ed 
producer and in ce r ta in o ther cases, t he opera to r m a y withhold and remi t t he 
windfa l l prof i t t ax on oil. 
Work-overs 
2.101 Occasionally, it is necessary to "work over" a well. Work-overs a re 
remedia l opera t ions somet imes required to m a i n t a i n m a x i m u m oil p roducing 
rates . For example , when a well begins to produce an excessive a m o u n t of salt 
wa te r , a work-over r i g — v e r y similar to a dril l ing rig b u t somewhat smal le r—is 
moved onto the well, and remedia l opera t ions are conducted . 
2.102 As ano the r example , where the re is more t h a n one produc ing 
in te rva l in the well bore a n d a lower zone has been deple ted , a p lug-back to a 
higher zone is in order. The plug-back can be accomplished wi th a cemen t plug 
in the casing or wi th a br idge p l u g — a mechan ica l device t h a t can be set in the 
casing to ef fec t ive ly seal off the casing below the point a t which it is set. 
Improved Recovery Methods 
2.103 More t h a n half of the oil originally in place in a reservoir m a y 
remain in the reservoir a f t e r the cessation of p r i m a r y operat ions . To plan 
opera t ions for m a x i m u m economic recovery, usual ly all wells a re tes ted a t 
regular intervals . Oil wells are tes ted for the oil p roducing ra te , t he gas /o i l 
rat io, the g rav i ty , the sa l twa te r product ion , and the BS&W. Gas wells are 
tes ted to de t e rmine their gas produc ing ra tes (open-flow potent ia l ) , the g a s / 
l iquid ratios, and the B T U (energy) con ten t . When product ion ra tes f rom 
p r i m a r y recovery methods a re no longer sa t i s fac tory , secondary and enhanced 
oil recovery, or t e r t i a ry , t echn iques m a y be used to a t t a i n m a x i m u m produc-
tion of the reserves. 
Abandonment of Wells a n d Facilities 
2.104 When oil a n d gas reserves a re deple ted or when product ion drops to 
the point t h a t it is no longer economically feasible to produce, e q u i p m e n t is 
removed and opera t ions are abandoned . Federa l a n d s t a t e regula t ions and 
con t r ac tua l obligat ions requi re t h a t wells be plugged, all faci l i t ies a n d equip-
m e n t removed, a n d the t e r ra in restored to specified condit ions. 
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Accounting for Production 
2.105 Revenues , product ion costs and expenses, and income taxes are 
t r e a t e d in the same m a n n e r under ful l cost and successful ef for ts account ing , 
except for DD&A and i m p a i r m e n t costs. 
2.106 Revenue. Most companies recognize revenue f rom oil produced a t 
the point of s a l e — t h a t is, when the oil is run f rom the t anks . Gas is not stored 
on the lease; thus , revenue is recognized a t the point of product ion a n d sale 
because they a re the same. However , some companies record revenue on a cash 
basis th roughou t the year , which will requi re an acc rua l a d j u s t m e n t a t the end 
of the period under general ly accep ted account ing principles. 
2.107 The c o m p a n y m a y record the revenue based on the r e m i t t a n c e 
advice received f rom the purchaser . Genera l ly , proceeds f rom product ion a re 
received one to th ree mon ths a f t e r the a c t u a l product ion has occurred. Thus , it 
m a y be necessary to e s t ima te revenue, based on prior mon ths ' p roduct ion and 
cu r ren t lease opera t ions (for example , whe the r the well has been shut in for a 
work-over or ma in t enance ) , in order to p repa re f inancia l s t a t e m e n t s on a 
t imely basis. 
2.108 Inventory. Oil in the lease t a n k s a t the end of the accoun t ing period 
is usual ly ignored for f inanc ia l repor t ing purposes a n d inven tory is not re-
corded because the a m o u n t of such oil normal ly is i m m a t e r i a l to the f inanc ia l 
s t a t emen t s . 
2.109 W h e n inven tory of oil in lease t a n k s is recorded, va lua t ion methods 
v a r y in prac t ice f rom an al location of product ion costs and D D & A to va lua-
tions based on m a r k e t price. 
2.110 Operating Expenses. Lease opera t ing expenses are charged to 
expense; examples are p u m p e r s ' wages, fuel or e lec t r ic i ty for ope ra t ing p u m p -
ing equ ipmen t , subsur face m a i n t e n a n c e , surface m a i n t e n a n c e (such as lease 
roads and cu t t i ng of grass), insurance , ad va lorem taxes, producing-well 
overhead, salt wa te r disposal, f r ac tu r ing , acidizing, and work-overs to main-
ta in product ion. One exception to th is occurs when a complet ion is m a d e to a 
new zone, in which case t h a t port ion of the charges allocable to the complet ion 
m a y be accounted for as deve lopment or explora tory costs. 
2.111 DD&A—Successful Efforts. D D & A of capi ta l ized costs is recorded 
as the reservoir is p roduced and deple ted . Unde r successful e f for ts account ing , 
DD&A is based on the uni t -of-product ion me thod for t he following: (1) acquisi-
tion costs of proved proper t ies on the basis of to ta l e s t ima ted un i t s of proved 
(both developed and undeveloped) reserves and (2) all o ther costs on the basis 
of to ta l e s t ima ted un i t s of proved developed reserves. D D & A is c o m p u t e d 
using cur ren t -pe r iod p roduc t ion d iv ided by beg inn ing reserves ( t h a t is, 
reserves a t the end of the period plus cur rent -per iod product ion) e i ther on a 
p roper ty -by-p roper ty basis or on the basis of some reasonable aggregat ion of 
proper t ies wi th a common geological s t r u c t u r e or s t r a t i g r aph i c condit ion, such 
as a reservoir or field. 
2.112 If " s ign i f i can t " deve lopment costs (such as an off-shore product ion 
p l a t fo rm) are incurred in connect ion wi th a p lanned group of deve lopment 
wells before all of the p lanned wells have been dril led, it is a p p r o p r i a t e to 
exclude a port ion of those deve lopment costs in de t e rmin ing the D D & A ra t e 
unt i l the add i t iona l deve lopment wells have been drilled. Similarly, the proved 
developed reserves t h a t will be produced only a f t e r " s ign i f i can t " add i t iona l 
deve lopment costs are incurred (as in improved recovery) a re excluded in 
comput ing the D D & A ra te . F u t u r e deve lopment costs are not considered when 
compu t ing the D D & A ra t e under successful e f for ts account ing , a l though 
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es t ima ted d i s m a n t l e m e n t , res tora t ion, and a b a n d o n m e n t costs net of salvage 
value should be considered. 
2.113 W h e n a p r o p e r t y conta ins both oil and gas reserves, the uni t s of oil 
and gas used to compu te amor t i za t ion are conver ted to a common uni t of 
measure on the basis of thei r re la t ive energy con ten t (see " D D & A — F u l l Cos t " 
in p a r a g r a p h 2.115) unless (1) t he re la t ive propor t ion of gas to oil is expected 
to cont inue th roughou t the life of the p roper ty , in which case D D & A m a y be 
computed on the basis of one of the two minera l s only or unless (2) oil or gas 
clearly domina t e s both the reserves and cu r ren t product ion , the D D & A ra t e 
m a y be compu ted on the basis of the d o m i n a n t minera l only. 
2.114 T h e issue of whe the r to provide for i m p a i r m e n t of proved proper t ies 
based on the a m o u n t expected to be recoverable is unse t t led under general ly 
accep ted account ing principles. Similarly, when i m p a i r m e n t is recognized, 
the re is considerable va r i a t ion in p rac t i ce in va lu ing the a m o u n t recoverable 
a n d in de t e rmin ing the p r o p e r t y uni t to which the va lua t ion tes t is appl ied . 
2.115 DD&A—Full Cost. Full cost companies compu te thei r D D & A of the 
full cost pool on a cost center basis using the deple t ion ra te ca lcu la ted on the 
uni t -of-product ion method . T h e D D & A ra t e is compu ted on the basis of 
physical uni ts , unless economic c i rcumstances ( re la ted to the e f fec ts of regu-
la ted prices) indica te t h a t use of the uni ts-of-revenue me thod is a more 
a p p r o p r i a t e basis of compu t ing DD&A. If physical un i t s a re used in the 
computa t ion , the oil and gas mus t be conver ted to a common uni t of measu re 
on the basis of thei r a p p r o x i m a t e re la t ive energy conten t (general ly, a ra t io of 
six thousand cubic feet (mcf , or t housand cubic fee t ) of gas to one bar re l of oil 
is used); also, the cur ren t -per iod product ion is divided by reserves a t the 
beginning of t he period ( t h a t is, reserves a t the end of the period plus cur ren t -
period product ion) . If the uni ts-of-revenue me thod is used, t he D D & A ra t e is 
compu ted on the basis of cu r r en t gross revenues divided by the sum of the 
following: (1) f u t u r e gross revenues based on cu r r en t prices (unless fixed a n d 
de t e rminab le changes in exist ing prices a re provided by con t rac t ) f rom proved 
reserves and (2) cur ren t -per iod gross revenues. Th i s D D & A r a t e is mul t ip l ied 
by the sum of (1) unamor t i z ed costs in the pool plus (2) e s t ima ted f u t u r e 
expendi tures based on cu r r en t costs to be incurred in developing proved 
reserves (specified in the reserve repor t ) plus (3) e s t ima ted d i s m a n t l e m e n t a n d 
a b a n d o n m e n t costs ne t of salvage value . Unde r ce r ta in c i rcumstances prior to 
1983, t he cost of unusua l ly s igni f icant i nves tmen t s in unproved proper t ies a n d 
major deve lopment projects could be excluded f rom capi ta l ized costs to be 
amor t ized . In Sep tember 1983, the S E C adop ted Release No. F R R 14, section 
406.01.c.i . , which provided t h a t t he cost of all i nves tmen t s in unproved 
proper t ies and ma jo r deve lopment projects expected to enta i l s igni f icant costs 
could be excluded f rom capi ta l ized costs to be amor t i zed , subjec t to the 
following conditions: 
• The proper t ies a re to be assessed a t least a n n u a l l y for i m p a i r m e n t . 
• D r y hole costs a re included in the amor t i za t ion base immedia te ly . 
• G&G costs t h a t canno t be d i rec t ly associated wi th specific unevalu-
a ted proper t ies a re to be included in the amor t i za t ion base as 
incurred. 
2.116 Full Cost Ceiling. A full cost c o m p a n y also de t e rmines if t he va lue 
of proved reserves a n d other minera l assets in the cost center a re a d e q u a t e to 
recover the unamor t i zed costs in the full cost pool. Th i s test , re fer red to as the 
full cost ceiling test , is to be compu ted for each full cost center . Specifically, 
under S E C requ i r emen t s as discussed in Rule 4-10(i)(4) of Regula t ion S-X, the 
ne t unamor t i zed costs less re la ted defer red income taxes should not exceed the 
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following: (a) the present va lue of e s t ima ted f u t u r e net revenues compu ted by 
app ly ing cur ren t prices of oil and gas reserves (wi th considerat ion of price 
changes only to the ex ten t provided by con t r ac tua l a r r a n g e m e n t s ) to esti-
m a t e d f u t u r e product ion of proved oil a n d gas reserves as of the d a t e of the 
latest ba lance sheet presented , less e s t ima ted f u t u r e expendi tu res (based on 
cu r ren t costs) to be incur red in developing a n d produc ing the proved reserves 
computed using a discount fac tor of t en pe rcen t a n d assuming con t inua t ion of 
existing economic conditions; plus (b) the cost of unproved proper t ies a n d 
ma jo r deve lopment projects not being amor t i zed plus (c) the lower of cost or 
e s t ima ted fa i r va lue of unproved proper t ies included in costs being amor t i zed 
less (d) the income tax ef fec ts on the di f ferences be tween the a m o u n t com-
pu ted above and the tax basis of the proper t ies involved. Any excess is charged 
to expense and separa te ly disclosed du r ing the yea r in which the excess occurs. 
E v e n if the cost ceiling subsequen t ly increases, the write-off is not re ins ta ted . 
However , even ts occurr ing subsequen t to year -end can be considered in deter-
mining a wri te-down. For example , if addi t iona l reserves become proved on 
proper t ies owned a t year -end or price increases become known t h a t were not 
fixed a n d de t e rminab le as of year-end, the resul t ing increases in presen t va lue 
can be considered in compu t ing the cost ceiling. 
2.117 I t should be recognized t h a t some companies not subject to S E C 
requ i remen t s follow other methods of c o m p u t i n g the cost ceiling. 
2 .118 Abandonments. U n d e r the successful e f for t s method , no gain or loss 
is recognized normal ly if only an ind iv idua l well or a single i t em of e q u i p m e n t 
is abandoned as long as the well is p a r t of a g roup of proved proper t ies 
cons t i tu t ing an amor t i za t ion base a n d the r ema in ing proper t ies cont inue to 
produce. The asset a b a n d o n e d or re t i red is p re sumed to be ful ly amor t i zed , 
and its cost is charged aga ins t the a c c u m u l a t e d DD&A. Only when the last 
well or p rope r ty ceases to produce a n d the ent i re p rope r ty is a b a n d o n e d does 
gain or loss become recognized. However , if a ca t a s t roph ic even t or o ther 
major a b n o r m a l i t y results in pa r t i a l a b a n d o n m e n t or r e t i r emen t of a proved 
p rope r ty or wells or re la ted facilit ies, a loss is recognized a t the t ime of 
a b a n d o n m e n t or r e t i r emen t . 
2 .119 Under full cost account ing , a b a n d o n m e n t or r e t i r emen t of proved 
propert ies , wells, and re la ted facil i t ies does not resul t in any gain or loss being 
recognized. 
Conveyances 
2.120 The oil a n d gas indus t ry is cap i ta l - in tens ive and usual ly associated 
wi th cons iderab le risks. These cha rac t e r i s t i c s , a long w i t h t h e was t ing , 
nonregenera t ive n a t u r e of its most s igni f icant asset, requi re companies to 
cont inual ly expand the i r explorat ion ef for ts a n d cap i t a l c o m m i t m e n t s . Oil a n d 
gas companies desir ing to spread the risks and to genera te the f u n d s necessary 
to explore and develop proper t ies will o f ten convey an economic in teres t in a 
p rope r ty to ano the r p a r t y in r e tu rn for f inanc ing or o ther considerat ions. A 
conveyance is the ass ignment or t r ans f e r of minera l r ights, usual ly a por t ion of 
the working in teres t , to ano ther en t i ty . A conveyance m a y involve a t r ans fe r 
of all or p a r t of the r ights and responsibil i t ies of developing and opera t ing a 
p roper ty . 
Forms of Conveyances 
2.121 Several t ypes of economic in teres ts are commonly associated wi th 
oil a n d gas propert ies . T h e "mine ra l i n t e r e s t " is t he ownership of t he r ight to 
explore for and produce the minera l s under ly ing the surface of a p roper ty . An 
owner of the minera l in teres t would not necessari ly own the surface r ights . 
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Most leasing t r ansac t ions involve the lease of ope ra t i ng r ights of t he minera l 
in teres t to an oil c o m p a n y wi th the lessor r e t a in ing a roya l ty in teres t . 
2.122 T h e working in teres t normal ly opera tes the p roper ty , pay ing most 
of the costs of explorat ion, deve lopment , and product ion . T h e working in teres t 
is also normal ly en t i t l ed to all the revenues gene ra t ed by t h e p rope r ty , ne t of 
any royal t ies or overr id ing royalt ies. T h e working in teres t can also assign a 
port ion of its in teres t , t h e r e b y c rea t ing a joint working in teres t . Th i s allows 
the original working in te res t to spread its risk a n d share the costs incurred . 
2.123 Of ten , t he working in te res t owner will ca rve out a n d convey to 
ano the r e n t i t y a nonopera t ing in teres t . This in teres t m a y be a n "over r id ing 
roya l ty in te res t , " which is s imilar to a roya l ty in te res t except t h a t it is c rea ted 
out of a working in teres t r a t h e r t h a n out of the original minera l in teres t or a 
ne t ope ra t ing in teres t . 
2.124 Another in teres t c rea ted ou t of the working in teres t is the "p roduc-
tion p a y m e n t . " P roduc t ion p a y m e n t s a re genera l ly used to f inance develop-
m e n t of a p roper ty . T h e owner of a product ion p a y m e n t is en t i t l ed to a 
specif ied share of t he product ion of a p r o p e r t y unt i l a des igna ted a m o u n t of 
money or p roduc t is genera ted f rom the p rope r ty . Af t e r the t e r m s of the 
product ion p a y m e n t a re sat isf ied, t he in teres t rever t s to the working in te res t 
f rom which it was c rea ted . 
2.125 I n addi t ion to the sale of roya l ty or working in teres ts a n d produc-
tion p a y m e n t s , common forms of conveyances include free-well ag reemen t s , 
carr ied interes ts , fa rm-outs , a n d uni t iza t ions . 
2.126 U n d e r a free-well ag reemen t , t he working in teres t owner assigns a 
share of t he working in teres t or some t y p e of nonopera t ing in teres t to ano the r 
p a r t y in r e tu rn for t he dri l l ing of one or more wells on the p r o p e r t y by the 
other p a r t y . If oil or gas is found, t he pa r t i e s i m m e d i a t e l y begin shar ing 
revenues and expenses in the propor t ions called for in the con t rac t , b u t ne i ther 
p a r t y recovers a n y p a r t of costs before shar ing begins. 
2.127 I n cases where the working in teres t owner t r ans fe r s all or p a r t of 
the opera t ing r ights to an assignee in r e t u r n for t he l a t t e r ' s a s sumpt ion of all 
or p a r t of the deve lopment , the t r ansac t ion is re fe r red to as a f a rm-ou t . T h e 
assignor usual ly re ta ins a n overr id ing roya l ty b u t m a y re ta in a n y type of 
in teres t . 
2 .128 Car r ied- in te res t a r r a n g e m e n t s can be categor ized into two types : 
1. Carried interest for production property life. I n this a r r a n g e m e n t , 
one p a r t y ( the car r ied p a r t y ) assigns a n ind iv idua l port ion of a lease 
to ano the r p a r t y ( the ca r ry ing p a r t y ) to develop a n d ope ra t e unt i l 
all cos t s—perhaps plus a n add i t iona l pe rcen tage of such cos t s—have 
been recovered out of product ion f rom the p roper ty . At pay-out , t he 
carr ied p a r t y begins to receive its share of the proceeds in excess of 
its share of t h e costs. 
2. Carried interest for period of initial development. I n this a r range-
m e n t , t he carr ied p a r t y begins to share in the revenues a n d expenses 
as soon as the ca r ry ing p a r t y recovers all costs incurred in connec-
tion wi th the dri l l ing of the f i rs t well. 
2.129 Another form of joint in teres t is a un i t i za t ion . I n un i t i za t ion 
t ransac t ions owners of all in te res ts in a geological s t r u c t u r e agree to give u p 
the i r shares in t h e ind iv idua l proper t ies , receiving in exchange a f r ac t iona l 
share in the uni t ized proper t ies . T h e in te res t received by each is usual ly in 
propor t ion to the e s t ima ted reserves con t r ibu ted to the un i t b y t h a t p a r t y . 
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Proper t ies m a y not be a t the same s tage of deve lopment , however. I t m a y be 
necessary for some par t i e s to con t r ibu t e cash a n d o thers to receive cash to 
"equa l i ze" the values given a n d received for e q u i p m e n t a n d drill ing costs. 
Accounting for Conveyances 
2.130 Minera l p r o p e r t y conveyances and re la ted t r ansac t ions m a y be 
classified according to thei r n a t u r e s as sales, borrowings, exchanges of non-
m o n e t a r y assets, poolings of in teres ts in joint under t ak ings , or some combina-
tion thereof . 
2.131 Because the forms of conveyances will v a r y widely, a re genera l ly 
complex, and of ten will not f i t exact ly wi th in the accoun t ing l i t e ra ture , a 
thorough unde r s t and ing of the form is necessary to reach a proper conclusion. 
I n addi t ion , the aud i to r should be a w a r e t h a t the form of the conveyance m a y 
have s ignif icant t ax consequences. G u i d a n c e on account ing for conveyances 
can be found in p a r a g r a p h s 42 th rough 47 of FASB S t a t e m e n t No. 19 for t he 
successful e f for ts method a n d Regula t ion S-X, 4.10(i)(6) for the ful l cost 
method . 
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Tax Considerations * 
3.01 Taxes represent one of the ma jo r costs a f f ec t ing oil a n d gas produc-
ing companies . A general u n d e r s t a n d i n g of the pr inc ipa l t ypes of taxes a n d 
thei r i m p a c t on the indus t ry is essent ial to p l ann ing a n d pe r fo rming an a u d i t 
of an oil and gas c o m p a n y ' s f inanc ia l s t a t e m e n t s . 
3.02 T h e discussion in th is c h a p t e r is in tended to be only an overview. 
T a x laws are subjec t to cont inuous change as a result of legislation, regu la to ry 
act ion, a n d judicial i n t e rp re t a t i on . 
Income Taxes 
3.03 I n general , income taxes a f fec t oil and gas opera t ions in the same 
m a n n e r as t h e y do other companies . However , t he income tax provisions 
re la ted to oil a n d gas are among the most compl ica ted . T a x considerat ions 
a f fec t the economics of m a n y t r ansac t ions in the i ndus t ry to such an ex ten t 
t h a t they m a y become one of t he de t e rmin ing fac tors in mak ing decisions. Th i s 
economic ef fec t and the i m p a c t on f inanc ia l repor t ing means t h a t the aud i to r 
should have an unde r s t and ing of some of the pr inc ipa l income t ax considera-
tions. 
Intangible Drilling and Development Costs 
3.04 I n t a n g i b l e dril l ing a n d deve lopmen t costs ( I D C ) represent (a) costs 
t h a t are incur red inc ident to, a n d a re necessary for, the dril l ing of wells a n d 
the p repa ra t i on of wells for the product ion of oil a n d gas, as well as (b) costs 
for i tems t h a t in themselves have no salvage value (for example , i t ems such as 
a dril l ing con t rac to r ' s footage or dai ly r a t e charges, m u d and chemicals , 
pe r fora t ing , electric logging, a n d cemen t ing qua l i f y for t r e a t m e n t as IDC) . 
I t e m s such as casing and t u b i n g do not qua l i fy ; however, the re la ted cost of 
ins ta l la t ion does. Costs appl icab le to line pipe, s torage tanks , and comparab le 
costs, including ins ta l la t ion costs, a re not considered I D C (not re la ted to the 
dril l ing a n d p r e p a r a t i o n of wells for product ion) , b u t these costs are t r e a t e d as 
p a r t of the cost of tangib le p roper ty . 
3.05 A t a x p a y e r m a y elect to deduc t I D C b y c la iming a deduct ion for 
such costs on the t ax r e tu rn for the f i rs t t axab le year dur ing which the 
t axpaye r incurred or pa id such costs. A fa i lure to deduc t such costs is deemed 
an election to cap i ta l ize a n d deple te I D C . Such election is b ind ing on the 
t axpaye r for subsequen t years . 
3.06 Only a port ion of I D C expendi tu res of an i n t eg ra t ed oil c o m p a n y 
m a y be deduc ted in the year paid or incurred . T h e r ema in ing port ion m a y be 
deduc ted r a t a b l y over thir ty-six months . An ind iv idua l owning a working 
in teres t (other t h a n th rough a l imi ted business in te res t ) in a p r o p e r t y m a y 
elect to cap i ta l ize I D C a n d amor t i ze it over a f ive-year period. If an individ-
ual is a l located I D C deduct ions t h rough a l imited pa r tne r sh ip , such costs a re 
subject to an election to be amor t i zed r a t a b l y over a ten-year period. These 
elections are in addi t ion to t h a t app l icab le to deduc t ing I D C . An indiv idual 
m a y be inclined to m a k e such elections for var ious reasons (for example , to 
avoid m i n i m u m t ax p a y m e n t s ) . 
* This chapter was originally drafted on the basis of the concepts in APB Opinion No. 11, 
Accounting for Income Taxes. APB Opinion No. 11 has been superseded by FASB Statement No. 
109, Accounting for Income Taxes, which is effective for fiscal years beginning after December 15, 
1992. FASB Statement No. 109 also supersedes FASB Statement No. 96, Accounting for Income 
Taxes. This chapter may be revised in future editions. 
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Depletion 
3.07 P roducers of oil a n d gas are en t i t l ed to a deduct ion for deplet ion to 
recover capi ta l ized leasehold costs. The costs to be recovered th rough deplet ion 
represent those (a) t h a t m u s t be capi ta l ized in connect ion wi th acquis i t ion of 
the t a x p a y e r ' s in teres t in the p r o p e r t y and (b) t h a t are not recoverable 
th rough deprec ia t ion ( including capi ta l ized IDC) . Such costs m a y represent 
bonuses paid to a lessor, a m o u n t s pa id for a roya l ty in teres t , G&G costs 
requi red to be capi ta l ized , a n d other t ypes of expend i tu res re la ted to acquisi-
tion of the in teres t . 
3.08 Deple t ion deduct ions include cost and pe rcen tage deplet ion. All 
t axpaye r s a re en t i t l ed to cost deplet ion deduct ions . Deduc t ions for pe rcen tage 
deplet ion are covered b y specific exceptions to a general rule t h a t such 
deduct ions are normal ly not al lowable wi th respect to oil and gas product ion . 
Pe rcen tage deplet ion is ava i lab le to ce r ta in t a x p a y e r s under an exempt ion 
appl icable to specified domest ic gas wells and ano the r exempt ion appl icab le to 
independen t producers a n d roya l ty owners. T h e al lowable deduct ion for deple-
tion is the higher of pe rcen tage or cost deplet ion, de t e rmined on an indiv idual 
p r o p e r t y basis. Pe r cen t age deplet ion in excess of t he tax-cost basis in a 
p rope r ty is a p e r m a n e n t d i f ference in de t e rmin ing the provision for income 
taxes. 
3.09 T h e audi tor should be aware of the impor t ance a t t a c h e d , for t ax 
purposes, to associat ing the producer wi th the holding of an economic in teres t . 
T h e holder of the economic in teres t in the p rope r ty is the p a r t y who m a y be 
ent i t led to the deduct ion for deplet ion. T h e producer of c rude oil, for windfa l l 
prof i t t ax ( W P T ) purposes, is the p a r t y u l t ima te ly l iable for the tax, and the 
holder of the economic in teres t is the producer . An economic in te res t in the 
p rope r ty can be held by a t a x p a y e r as t he result of a d i rect in teres t held in the 
minera l s th rough a fee t i t le resul t ing f rom a lease, th rough an ass ignment f rom 
the original lessee (or previous assignees of the original lessee), or t h rough 
ano the r con t r ac tua l a r r a n g e m e n t (such as ce r ta in ne t prof i t s in teres t a r range-
ments) . Unde r I R S rules, t he holder of the in teres t mus t have the r ight to 
share in proceeds f rom the sale of t he reserves r a t h e r t h a n a r ight to receive 
compensa t ion for services rendered . 
3.10 An independen t producer is def ined as one who does not direct ly, or 
th rough a re la ted p a r t y , engage in ce r t a in specif ied re ta i l ing or ref in ing 
ac t iv i t ies involving oil a n d gas or p roduc t s der ived the re f rom. I n d e p e n d e n t 
producer s t a t u s can result in subs t an t i a l benef i t s wi th respect to bo th income 
taxes a n d W P T . F rom an income tax s t andpo in t , t he possession of such a 
s t a t u s would control el igibil i ty for deduc t ing pe rcen tage deplet ion. For W P T 
purposes, a producer mus t have such s t a tu s to be eligible for ce r t a in lower 
ra tes and an exempt ion a t t r i b u t a b l e to specific types of c rude oil. 
Conveyances 
3.11 As discussed in c h a p t e r 2, conveyances in the oil and gas indus t ry 
t ake a wide va r i e ty of forms. In m a n y of these t ransac t ions , the income tax 
t r e a t m e n t var ies s igni f icant ly f rom the account ing t r e a t m e n t . Because of the 
effect on the f inanc ia l s t a t e m e n t s and the economic impac t , conveyances 
should be care fu l ly reviewed a n d the t e r m s a n d provisions ana lyzed to deter-
mine the a p p r o p r i a t e t ax t r e a t m e n t . 
C o m m o n Timing Differences 
3.12 In addi t ion to t iming di f ferences re la ted to I D C deduct ions and 
deplet ion provisions, o ther common t iming di f ferences m a y be encountered , 
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depend ing on the method of account ing used for f inanc ia l s t a t e m e n t purposes. 
P a r a g r a p h 3.13 summar i ze s the most common t iming differences. 
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Exhibit 
3.13 
Timing Difference 
C o m m o n T i m i n g D i f f e r e n c e s 
Prospecting Costs (Pre-ac-
quisi t ion explorat ion costs) 
G&G costs 
Exploration Costs (Post-ac-
quisi t ion) 
Ca r ry ing costs of undevel-
oped proper t ies 
De lay ren ta l s 
Ad va lorem taxes 
Legal costs of t i t le de-
fense 
Di rec t costs of ma in -
t a in ing l and a n d 
lease records 
Costs to p r e p a r e well loca-
tion for dri l l ing ex-
p lora tory wells a n d 
in tang ib le dril l ing 
costs 
Proved reserves are 
found 
N o proved reserves a re 
found 
D r y hole con t r ibu t ion 
Bot tom hole con t r ibu t ion 
IDC (Development Wells) 
Disposition of Capitalized 
Costs 
Successful 
Efforts 
Expense 
Expense 
Expense 
Expense 
Expense 
Cap i t a l i ze 
Expense 
Expense 
Expense 
Cap i t a l i ze 
Full Cost 
Capi ta l i ze 
Cap i t a l i ze 
Cap i t a l i ze 
Cap i t a l i ze 
Cap i t a l i ze 
Cap i ta l i ze 
Income 
Tax 
(1) 
Capi ta l i ze Opt ional 
Cap i t a l i ze Opt iona l 
Cap i t a l i ze Cap i ta l i ze 
Cap i t a l i ze Expense 
Expense (2) 
Expense 
(3) 
Cap i t a l i ze (3) 
Opt iona l (4) 
(usual ly 
expense) 
Deple t ion Expense Expense Expense (5) 
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Timing Difference 
A b a n d o n m e n t s 
A p rope r ty t h a t is a por-
t ion of an amor t i za -
t ion base becomes 
worthless 
Book provision for aban -
d o n m e n t s 
Amor t i za t ion base be-
comes worthless 
I m p a i r m e n t va lua t ion 
al lowances for un-
proved proper t ies 
Conveyances and Related 
Transactions 
Sale of Part of an Interest 
Owned 
Subs tan t i a l u n c e r t a i n t y 
exists concerning recov-
ery of costs app l icab le 
to r e t a ined in teres t or 
seller has subs t an t i a l 
obl igat ion for f u t u r e 
pe r fo rmance 
Successful 
Efforts 
No loss 
recognized 
Expense 
Loss 
recognized 
Expense 
Full Cost 
N o loss 
recognized 
N / A 
Loss 
recognized 
N / A 
Income 
Tax 
Loss 
recognized (6) 
Nondeduc t ib l e 
Loss 
recognized (6) 
Nondeduc t ib l e 
(7) (7) (7) 
N o gain 
recognized, 
loss 
recognized 
N O T E S 
N o gain 
or loss 
recognized 
Ga in or loss 
recognized (8) 
1. G&G costs a re cap i ta l ized if such costs would be associated wi th the 
acquis i t ion of a p roper ty ; otherwise t h e y a re deduc ted . 
2. T a x t r e a t m e n t of costs of dri l l ing explora tory- type s t r a t i g raph ic tes t 
wells is unse t t led . 
3. I ncome tax t r e a t m e n t is unse t t l ed . I R S position is t h a t d ry hole a n d 
bo t t om hole con t r ibu t ions should be cap i ta l i zed (Rev. Rul . 80-153). 
M a n y t a x p a y e r s cont inue to con tend t h a t all d r y hole con t r ibu t ions 
should be expensed, as should bo t t om hole con t r ibu t ions if d ry . 
4. I n t ang ib l e costs of dri l l ing disposal wells are cap i ta l ized a n d depre-
c ia ted for t ax purposes. I D C re la ted to ce r ta in car r ied in teres ts 
should be sepa ra te ly ident i f ied because it m a y have to be capi ta l -
ized for tax . 
5. T h e d i f fe rence be tween tax deplet ion a n d book deple t ion m a y be a 
t iming di f ference . " T a x p re f e r ence" deple t ion (deplet ion in excess of 
basis) is a p e r m a n e n t d i f ference . 
6. Loss is recognized only if to ta l p r o p e r t y is abandoned ; no deduct ion 
is t aken for p a r t i a l a b a n d o n m e n t s . 
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7. Conveyances a n d re la ted t r ansac t ions m a y cause t iming dif ferences . 
Such t r ansac t ions should be inves t iga ted on an indiv idual basis to 
de t e rmine a n y di f ferences be tween book a n d tax account ing . Con-
sider special t ax t r e a t m e n t of carr ied in teres ts (Rev. Rul . 77-176), 
fa rm-outs , t ax pa r tne r sh ips , a n d the like. 
8. Conveyances of an in teres t where conveyer re ta ins an overr id ing 
royal ty , ne t p rof i t s in teres t , or o ther in teres t should be sepa ra t e ly 
ident i f ied because t ax t r e a t m e n t is d i f fe ren t t h a n when an ou t r igh t 
sale occurs. 
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Windfall Profit Taxes 
3.14 T h e W P T is an excise t ax assessed on the removal of domest ic c rude 
oil. W P T liabil i t ies are l imi ted by a s t a t u t o r y provision based on def ined ne t 
income f rom a p roper ty . For W P T purposes, "domes t ic c rude oil" is d ivided 
into two pr inc ipa l categories, exempt a n d taxable . E x e m p t is def ined by law 
a n d includes oil appl icable to ce r ta in gove rnmen ta l a n d cha r i t ab le ent i t ies , 
cer ta in " f ron t -end incent ive oil," exempt s t r ipper well oil, exempt roya l ty oil, 
and exempt I n d i a n oil. 
3.15 An i n d e p e n d e n t p roduce r , as discussed under " D e p l e t i o n " in 
p a r a g r a p h s 3.07 th rough 3.10, is en t i t l ed to cer ta in benef i t s wi th respect to 
product ion a t t r i b u t a b l e to a working in teres t owned by such a producer . 
Lower ra tes a n d even a comple te exempt ion are appl icab le to ce r ta in specif ied 
product ion . Ce r t a in c rude oil a t t r i b u t a b l e to a qual i f ied roya l ty owner 's 
in teres t m a y also be exempt f rom the W P T . T h e exempt ion appl ies to 
specified l imits of p roduc t ion a t t r i b u t a b l e to a nonopera t ing in teres t (not a 
working in teres t ) owned b y an individual , es ta te , or f ami ly f a r m corporat ion. 
3.16 Windfa l l prof i t subject to the W P T is l imi ted to 90 pe rcen t of the ne t 
income f rom the p rope r ty . N e t income is def ined b y the s t a t u t e and is 
c o m p u t e d on the basis of the p rope r ty ' s income tax def ini t ion. An election is 
provided to cap i ta l ize ce r ta in i n j e c t a n t expenses, a n d a deduct ion is provided 
for " i m p u t e d cost dep le t ion" (deplet ion deduct ions c o m p u t e d as though I D C 
and in j ec t an t expenses had been cap i ta l i zed f rom incept ion, if appl icable) . 
3.17 Admin i s t r a t i ve provisions of appl icab le s t a t u t e s a n d I R S regula t ions 
impose ce r t a in repor t ing , cer t i f ica t ion , and da t a - fu rn i sh ing r equ i r emen t s on 
the producer , purchaser , a n d opera tor . Fa i lure to comply with such require-
men t s a n d result in assessments for add i t iona l taxes, in teres t , and penal t ies . 
3.18 T h e t ax is normal ly wi thheld by the purchase r f rom the product ion 
appl icab le to a producer who is not an in t eg ra t ed oil company . Such withhold-
ing r equ i r emen t s m a y be assumed b y other par t i es ( including the producer ) as 
the result of being able to m a k e ce r t a in elections. T h e purchase r of c rude oil, 
a n y p a r t y assuming the purchase r ' s wi thholding obligations, a n d producer not 
subject to wi thholding of t he W P T on its own product ion a re requi red to file 
excise t ax r e tu rns a t specific t imes and deposit the t ax in accordance wi th 
specified schedules. 
3.19 Di f fe rences be tween the a m o u n t of the W P T wi thheld a n d the 
correct a m o u n t of the appl icab le t ax m a y be handled by wi thholding ad jus t -
men t s du r ing subsequen t periods. If t he d i f ferences have not been ad jus t ed 
th rough wi thholding, the a n n u a l repor t fu rn ished to the producer m a y indica te 
t h a t t he W P T was e i ther overwi thheld or underwi thhe ld for the ca lendar year 
covered by the repor t . Accordingly, t he producer m a y be requi red to file an 
excise t ax r e t u r n a n d p a y the t ax due or file a c la im for r e f u n d or credi t 
covering the overwi thheld W P T . 
3.20 W h e n the t ax is overwi thheld or excessive deposits are made due to 
appl ica t ion of the ne t income l imi ta t ion , c laims for credi t or r e fund m a y be 
filed. I n the case of a n y o v e r p a y m e n t , the producer m a y claim a credi t aga ins t 
cu r ren t income tax l iabil i t ies by so ind ica t ing on the appl icable income tax 
r e tu rn or by filing a c la im for r e fund . Such r e tu rns or c la ims for r e f u n d are 
seldom p repa red before the f inanc ia l s t a t e m e n t s a re issued; therefore , an 
e s t ima te of the W P T re fund is normal ly m a d e for f inanc ia l s t a t e m e n t pur-
poses. 
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Ad Valorem and Severance Taxes 
3.21 Ad va lorem a n d severance taxes a re assessed by s t a t e a n d local 
t ax ing author i t ies . Again, a deta i led coverage of ad va lorem and severance 
taxes is not wi th in the scope of the guide. However , t he following points are 
wor th ment ioning . 
• Severance a n d ad va lorem taxes a re deduct ib le for income tax 
purposes. Both m u s t be a l located to the a p p r o p r i a t e p r o p e r t y when 
ca lcu la t ing " n e t income f rom the p r o p e r t y " appl icable to de te rmin-
ing l imi ta t ions for pe rcen tage deplet ion and W P T . 
• Severance a n d ad va lorem taxes are normal ly appl icab le a t the 
revenue- in te res t level (as opposed to lease opera t ing expenses appl i-
cable a t the working- interes t level). 
3.22 T a x repor t ing r equ i r emen t s for severance a n d ad va lorem taxes will 
v a r y depend ing on the appl icab le s t a t e or local s t a t u t e s a n d regulat ions. 
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Internal Control Structure Considerations 
4.01 The in te rna l control s t r u c t u r e of a c o m p a n y engaged in oil and gas 
explorat ion a n d produc t ion ac t iv i t ies m a y be simple or it m a y be very 
complex. T h e n a t u r e of a pa r t i cu l a r company ' s in t e rna l control s t ruc tu re is 
inf luenced by the size of the company , t he degree of geographic dispersion of 
its operat ions, i ts t ypes of opera t ions (for example , opera to r versus nonoper-
ator) , gove rnmen ta l r equ i rements , and m a n a g e m e n t ' s in fo rmat ion needs. 
4.02 I n general , an in t e rna l control s t r u c t u r e for oil a n d gas produc ing 
ac t iv i t ies is not d i f fe ren t f rom t h a t of o ther t ypes of enterpr ises . SAS No. 55, 
Consideration of the Internal Control Structure in a Financial Statement 
Audit, provides gu idance on the aud i to r ' s considerat ion of an en t i t y ' s i n t e rna l 
control s t ruc tu re in a f inancia l s t a t e m e n t aud i t . I t describes the e lements of an 
in te rna l control s t r u c t u r e a n d explains how an aud i to r should consider the 
in te rna l control s t r u c t u r e in p l ann ing a n d pe r fo rming an aud i t . Most of t he 
business func t ions of companies engaged in oil a n d gas explorat ion a n d 
product ion ac t iv i t ies are s imilar to the corresponding func t ions found in o ther 
types of businesses. However , cer ta in business func t ions of the explorat ion, 
deve lopment , and product ion ac t iv i t ies a re unique . I n t e r n a l control s t r u c t u r e 
considerat ions for some examples of these types of func t ions are discussed 
below. The in te rna l control s t r u c t u r e policies and procedures discussed are not 
a lways present , nor are t h e y requi red for the aud i to r to pe r fo rm the aud i t in 
accordance wi th general ly accep ted aud i t i ng s t anda rds . 
Lease Records 
4.03 Accura te records of nonproduc ing a n d produc ing proper t ies and the 
re la ted f inanc ia l obligat ions should be m a i n t a i n e d . For example , fa i lure to p a y 
delay ren ta l p a y m e n t s on t ime can resul t in the loss of a va luab le asset . Also, 
ownership in teres ts in oil a n d gas proper t ies a re o f ten complex a n d m a y 
change on the occurrence of ce r ta in events . Genera l ly , a c o m p a n y m a i n t a i n s 
mas t e r files of lease records t h a t conta in all essent ial ownership a n d f inanc ia l 
obligation in format ion . T h e in te rna l control s t r u c t u r e policies a n d procedures 
for this func t ion would normal ly cover au thor iza t ion of u p d a t e s of those 
mas t e r files, in tegr i ty of processing mas t e r file t ransac t ions , periodic subs tan-
t ia t ion of mas t e r file contents , a n d prevent ion of unau thor i zed access to or 
a l te ra t ion of d a t a . 
Division-of-lnterest File Maintenance 
4.04 T h e revenue f rom oil a n d gas producing proper t ies is genera l ly 
divided among mul t ip le roya l ty a n d working in teres t owners. T h e opera to r 
with responsibi l i ty for r emi t t i ng the revenues to the var ious in te res t owners 
should have reasonable assurance t h a t all r e m i t t a n c e s are accu ra t e ly com-
pu ted . Typica l ly , in fo rmat ion abou t t he ownership of revenue in teres ts will be 
m a i n t a i n e d in division-of-interest mas t e r files. T h e in t e rna l control s t r u c t u r e 
policies a n d procedures should provide for a ccu ra t e and t imely u p d a t i n g of the 
in format ion , as well as p reven t ion of unau tho r i zed access to or a l t e ra t ion of 
the d a t a . Division orders should be reviewed or a d e q u a t e l y tes ted by individu-
als who do not have control over the proper t ies . 
Joint Interest Billing 
4.05 M a n y oil a n d gas explorat ion ac t iv i t ies are conducted joint ly by two 
or more pa r t i c ipan t s . Genera l ly , account ing responsibi l i ty for a project is 
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con t rac tua l ly def ined. T h e opera t ions and al locations are governed b y an 
opera t ing ag reemen t . A c o m p a n y conduc t ing joint opera t ions should have 
in te rna l control s t ruc tu re policies a n d procedures giving reasonable assurance 
t h a t all costs a t t r i b u t a b l e to joint opera t ions are ident i f ied and recorded, t h a t 
the proper p a r t i c i p a n t accounts are charged, t h a t a m o u n t s due f rom par t ic i -
pan t s are collected, a n d t h a t a ccu ra t e a n d t imely s t a t e m e n t s of account are 
provided to the co-owners. The impor t ance and d i f f i cu l ty of admin i s t e r ing 
joint in teres t opera t ions a re increased because such opera t ions o f t en involve 
special cost allocations, car r ied in teres t a r r a n g e m e n t s , and other complexit ies. 
Most joint in teres t ag reemen t s also provide the nonopera t ing p a r t y wi th the 
r ight to pe r fo rm (or to have pe r fo rmed) joint in teres t aud i t s of the opera tor . 
Revenue and Revenue Payables 
4.06 A c o m p a n y m a y receive oil and gas revenues f rom proper t ies for 
which it is the opera tor as well as f rom proper t ies ope ra ted by others. T h e 
in te rna l control s t r u c t u r e policies a n d procedures should provide reasonable 
assurance t h a t the c o m p a n y receives all product ion revenues to which it is 
ent i t led . Such controls m a y involve the following procedures: periodic cal ibra-
tion a n d inspect ion of meters , m a n u a l l y gauging or witnessing the gauging of 
product ion tanks , and period-to-period compar ison of product ion volumes. In 
addi t ion , s e t t l emen t repor t s should be reconciled to the produc t ion d a t a 
regular ly. Pr ices should be moni tored to ensure t h a t m a x i m u m allowable 
prices are received. For revenues received on behalf of o ther co-owners, t he 
a m o u n t s to be r e m i t t e d m u s t be accu ra t e ly c o m p u t e d based on division-of-
in teres t file in format ion . Provisions for royalt ies payab le should be consis tent 
wi th the basic lease or roya l ty ag reemen t s a n d a n y ques t ionable a reas re la ted 
to the compu ta t i on of royal t ies due m a y be re fer red to legal counsel for 
i n t e rp re t a t ion . De ta i l ed t r ia l ba lances of royal t ies in suspense should be 
reviewed on a regular basis, a n d inves t iga t ions of s igni f icant ba lances a n d 
f luc tua t ions should be m a d e by an employee wi th no confl ic t ing dut ies . 
Property Accounting 
4.07 T h e t ax a n d f inanc ia l repor t ing r equ i r emen t s of account ing for oil 
and gas proper t ies are un ique and complex. Genera l ly , the cost, expense, a n d 
revenue in fo rmat ion is a c c u m u l a t e d a t the ind iv idua l lease or well level 
regardless of the account ing me thod used. Subs id ia ry p r o p e r t y records should 
be rout inely reconciled to the general ledger. The in te rna l control s t r u c t u r e 
policies a n d procedures should provide for (1) t he proper cap i ta l i za t ion or 
expensing of explorat ion costs, (2) compu ta t i on of deplet ion for both t ax a n d 
f inancia l repor t ing purposes, and (3) ident i f ica t ion of a m o u n t s recorded for oil 
and gas proper t ies t h a t are not real izable. I n addi t ion , p r o p e r t y records should 
have suff ic ient de ta i l of ownership, s t a t u s ( abandonmen t s , leases held for sale, 
operat ions) , assigned e q u i p m e n t , a n d so on. This requires coordina t ing the 
l and d e p a r t m e n t , the legal d e p a r t m e n t , and the account ing d e p a r t m e n t . 
Policies a n d procedures should be es tabl ished (1) for review of joint in teres t 
billings (JIBs) a n d compar ison aga ins t the a p p r o p r i a t e AFEs , (2) for review of 
A F E s for credi ts due when a project is comple ted , and (3) for considerat ion of 
joint in teres t aud i t s on a t ime ly basis. T h e r e should be a proper segregat ion of 
dut ies be tween those responsible for p r epa r ing an economic assessment of the 
value of proved or unproved proper t ies a n d those who have the a u t h o r i t y to 
acqui re or dispose of the proper t ies . Policies a n d procedures should also 
provide for a rout ine review of po ten t ia l i m p a i r m e n t . 
4.08 Policies and procedures should be es tabl ished to de t e rmine t h a t 
p rope r ty t r ansac t ions are proper ly au tho r i zed—inc lud ing the selection of 
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propert ies , the a m o u n t of expendi tures , the location and types of resources to 
explore a n d develop, a n d the levels a n d t iming of product ion a n d inven tory 
m a i n t a i n e d . T h e t iming a n d t e r m s of sales or other disposit ions of p r o p e r t y 
should also be proper ly au thor ized . 
Physical Security 
4.09 The subs t an t i a l i nves tmen t in physical assets a n d the r eady m a r k e t -
abi l i ty of e q u i p m e n t a n d inven to ry requi re a p p r o p r i a t e controls over access. 
Also, m a n y sites a re in r a t h e r remote a reas and m a y be u n a t t e n d e d for long 
periods of t ime. The const ruct ion of physical ba r r i e r s a n d res t r ic t ing access 
should be considered, along wi th de tec t ion a n d prevent ion devices. I n addi t ion , 
there should be specific responsibi l i ty for physical cus tody of assets and 
s igna ture access (requisi t ion au thor i ty ) . 
Authorization for Expenditure 
4.10 An A F E , which is a procedure for documen t ing au thor i za t ion of 
large expendi tures , usual ly conta ins a descr ipt ion of the project , a l ist ing of 
budge ted expendi tures , a n d a p p r o p r i a t e approva ls . An A F E should be re-
qui red for acquis i t ion of each major fixed asset . T h e y a re normal ly requi red for 
all costs incurred in acqu i r ing leases, dri l l ing a n d equ ipp ing oil a n d gas 
propert ies , purchas ing dril l ing e q u i p m e n t a n d service uni ts , cons t ruc t ing 
buildings, and other major projects . T h e c o m p a n y should have establ ished 
policies a n d procedures to follow u p on va r i ances be tween ac tua l expend i tu res 
and the a m o u n t s in the AFEs . 
Cost Accruals 
4.11 Opera to r s should have controls to provide reasonable assurance t h a t 
accruals are m a d e for explorat ion a n d deve lopment costs incurred . Normal ly , 
such accrua ls are based on field repor t s (such as dai ly dril l ing repor ts) of 
e s t ima ted complet ion pe rcen tages of A F E s in progress. Policies a n d procedures 
should also be es tabl ished to assure t h a t e s t ima ted product ion expenses a re 
accrued if s ignif icant . N o n o p e r a t i n g in te res t owners should s imilar ly accrue 
payab les to opera tors for thei r share of expend i tu res incurred . Th i s m a y 
require policies and procedures for conf i rmat ion wi th the opera tor on proper-
ties where ac t iv i t ies are in progress. 
Government Requirements 
4.12 Oil and gas producing ac t iv i t ies are subject to numerous federa l a n d 
s t a te regulat ions. Noncompl iance wi th these regula t ions can resul t in legal 
ac t ions—fines , assessments , and other po ten t ia l l iabilit ies. I n addi t ion , the re 
are cer ta in t ax regulat ions, such as the W P T , ad va lo rem taxes, a n d s t a t u t o r y 
deplet ion allowances, a t bo th the federal a n d s t a t e levels. Policies and proce-
dures should be es tabl ished and c o m p e t e n t personnel should be employed to 
moni tor and comply wi th the var ious gove rnmen ta l r equ i rement s . 
Related Parties 
4.13 T h e indus t ry ' s un ique f inanc ing a r r a n g e m e n t s , roya l ty relat ionships , 
m a n a g e m e n t fees, and t ax p a r t n e r s h i p s — a m o n g other a r r a n g e m e n t s — t e n d to 
be conducive to re la ted p a r t y t ransac t ions . Policies a n d procedures should be 
establ ished to a c c u m u l a t e the necessary in fo rmat ion for disclosure require-
men t s of FASB S t a t e m e n t No. 57, Related Party Disclosures. 
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Nonoperated Interests 
4.14 T h e in te rna l control s t r u c t u r e for nonopera ted in teres ts should 
include m a n y of t he func t ions descr ibed in the earl ier sections of this chap t e r . 
Cer ta in o ther in t e rna l control s t r u c t u r e policies a n d procedures m a y also be 
necessary because of l imi ted access to the operat ions: 
• I n t e r n a l control s t r u c t u r e policies a n d procedures should be es tab-
lished to provide reasonable assurance t h a t repor ts of dril l ing ac t iv-
i ty, p roduct ion , c ap i t a l projects , lease renewals, a n d so for th , a re 
received in a t ime ly fashion a n d a re reviewed by responsible em-
ployees. 
• P roduc t ion revenues should be reviewed aga ins t historical records 
a n d compared wi th es t imates . Any unusua l f luc tua t ions should be 
inves t iga ted a n d a p p r o p r i a t e l y resolved. 
• Considera t ion should be given to periodical ly ob ta in ing i ndependen t 
eva lua t ions of s igni f icant nonopera ted proper t ies . 
• Policies a n d procedures should be es tabl ished to assure t h a t the need 
for joint in teres t aud i t s is given a p p r o p r i a t e considerat ion wi thin the 
necessary t ime limits. 
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Chapter 5 
Auditing 
5.01 Th i s c h a p t e r will assist t he aud i to r in app ly ing general ly accep ted 
aud i t i ng s t a n d a r d s dur ing aud i t s of the f inanc ia l s t a t e m e n t s of companies 
wi th oil a n d gas producing act ivi t ies . ( I t is p resumed t h a t the aud i to r has 
knowledge of general ly accep ted aud i t i ng s t andards ; accordingly, th is guide 
does not expand on all the aud i t i ng considerat ions necessary to pe r fo rm an 
aud i t in accordance wi th general ly accep ted aud i t i ng s t anda rds . ) F inanc ia l 
account ing for oil a n d gas produc ing ac t iv i t ies is un ique in m a n y a reas a n d 
consequent ly presen ts problems for the audi tor , who m u s t de t e rmine whe the r 
the f inancia l s t a t e m e n t s are p resen ted in conformi ty wi th general ly accep ted 
account ing principles. This c h a p t e r is in tended to iden t i fy these special 
account ing a reas and provide general gu idance on the most e f fec t ive way of 
aud i t i ng t hem. Audi tors should use professional j u d g m e n t in app ly ing th is 
guidance to develop the specific aud i t procedures t h a t will mee t thei r pa r t i cu -
lar needs. 
Audit Focus 
5.02 In aud i t s of most oil a n d gas producing ac t iv i t ies the p r i m a r y focus 
is on the company ' s proper t ies . E v a l u a t i n g the accumula t ion and recovery of 
costs associated wi th the proper t ies is cen t ra l to the aud i t process and to 
de t e rmin ing whe the r the f inancia l s t a t e m e n t s are p resen ted in conformi ty 
wi th general ly accep ted accoun t ing principles. 
Audit Planning 
5.03 Audi t p l ann ing involves developing an overall s t r a t e g y for t he 
expected conduct a n d scope of the aud i t . SAS No. 22, Planning and Supervi-
sion, should be consulted for general gu idance on a u d i t p lanning . The re are 
ce r ta in o ther fac tors t h a t t he aud i to r should consider in p l ann ing an a u d i t of 
the f inancia l s t a t e m e n t s of a c o m p a n y wi th oil a n d gas producing act ivi t ies . 
Assessing Risk 
5.04 SAS No. 47, Audit Risk and Materiality in Conducting an Audit, 
provides general gu idance on considerat ions of a u d i t risk a n d m a t e r i a l i t y in 
p lann ing the aud i t a n d designing a u d i t procedures . P l ann ing considerat ions 
will v a r y w i t h — 
1. T h e size a n d complexi ty of the en t i ty . 
2. T h e en t i t y ' s f inancia l condit ion. 
3. T h e aud i to r ' s experience wi th the en t i ty . 
4. T h e aud i to r ' s knowledge of t he en t i t y ' s business. 
5.05 T h e aud i to r p lans the aud i t so t h a t the a u d i t risk is l imi ted to an 
a p p r o p r i a t e l y low level. T h e aud i to r should consider th is risk in de t e rmin ing 
the n a t u r e , t iming , a n d ex ten t of aud i t i ng procedures a n d in eva lua t i ng the 
results of those procedures . T h e un ique business considerat ions of oil and gas 
producing ac t iv i t ies also p lay an i m p o r t a n t role in assessing a u d i t risk a n d 
ma te r i a l i t y . Th i s is pa r t i cu l a r ly s igni f icant when eva lua t i ng a u d i t risk associ-
a t ed with account ba lances or class of t r ansac t ions in such a special ized 
indus t ry . SAS No. 47 addresses th is aspect of a u d i t risk in t e r m s of th ree 
componen t r i sks—inheren t , control , a n d detec t ion risk. 
5.06 M a n y aspec t s of eva lua t ing these th ree componen t risks are not 
un ique to aud i t i ng oil a n d gas producing act ivi t ies . T h e special business 
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fac tors t h a t should be considered when the aud i to r is assessing these compo-
nen t risks in de t e rmin ing the n a t u r e , t iming , and ex ten t of aud i t i ng proce-
dures a re discussed wi th in this c h a p t e r of the guide. 
Nature of Operations 
5.07 I t is i m p o r t a n t for the aud i to r to consider t he c o m p a n y ' s me thod of 
opera t ion in p l ann ing the aud i t . Responsibi l i t ies associated wi th p rope r ty 
opera t ion will v a r y widely. Among m a t t e r s to be considered would be the 
ex ten t of ope ra t ing responsibili t ies, the use of pa r tne r sh ips or joint ven tures , 
and re la ted p a r t y t ransac t ions . 
5.08 Operator or Nonoperator. A dis t inc t ion can be d rawn be tween a u d i t 
procedures designed to be used in the aud i t of the f inancia l s t a t e m e n t s of a 
producer ac t ing as an opera to r of proper t ies a n d the a u d i t p rocedures used in 
the a u d i t of the f inanc ia l s t a t e m e n t s of a c o m p a n y ac t ing solely as a nonoper-
a tor to joint ope ra t ing agreements . Some of the fac tors to consider a r e — 
• T h e t e r m s of t he opera t ing a g r e e m e n t concerning the dut ies a n d 
responsibil i t ies of the opera to r and the r ights and obl igat ions of t he 
nonopera tors . 
• W h e t h e r t he opera tor ' s policies a n d procedures provide reasonable 
assurance of compl iance wi th the provisions of the ope ra t ing agree-
men t , provide proper a n d p r o m p t bil l ing of costs a n d expenses to 
nonopera tors , a n d provide d i s t r ibu t ion of revenues to roya l ty inter-
est owners a n d nonopera tor working in teres t holders. 
• W h e t h e r t he nonopera tor ' s policies a n d procedures provide reasona-
ble assurance of proper account ing for costs a n d expenses. Another 
fac tor to consider is t h a t bill ings received f rom the opera to r a re 
proper ly suppor t ed and in compl iance wi th the t e r m s of t h e opera t -
ing ag reemen t . 
• W h e t h e r or not joint in teres t aud i t s a re periodical ly pe r fo rmed . 
5.09 Nonopera to r s general ly requi re s igni f icant ly less accoun t ing a n d 
opera t ions personnel t h a n would an opera tor . T h e opera to r will have the 
responsibi l i ty for pay ing all costs of t h e deve lopment a n d the opera t ion of t he 
p roper ty , p roper ly billing such costs to the nonopera tors , a n d o f t en collecting 
a n d d i s t r ibu t ing revenues. On the o ther hand , t he nonopera to r pays a n d 
collects only its share of the costs a n d revenues (general ly no more o f t en t h a n 
once a month ) . 
5.10 Use of Partnerships. The use of pa r t ne r sh ip s for f inanc ing purposes 
usual ly adds s igni f icant compl ica t ions to the account ing and aud i t i ng of an oil 
a n d gas company . M a n y companies c rea te l imi ted pa r tne r sh ip s by selling 
l imited p a r t n e r in teres ts in publ ic or p r i va t e offerings. Of ten , the l imited 
p a r t n e r s h i p ag reemen t s requi re aud i t s of t he pa r tne r sh ip . T h e aud i to r should 
be m i n d f u l t h a t a lower m a t e r i a l i t y fac tor m a y be more a p p r o p r i a t e for 
tes t ing p a r t n e r s h i p t r ansac t ions t h a n for tes t ing t r ansac t ions of t he sponsoring 
company , which m a y also be aud i t ed . 
5.11 I n addi t ion , the t e r m s of t he p a r t n e r s h i p ag reemen t would d i c t a t e 
the al location of costs and revenues to the l imited a n d general p a r t n e r s a n d 
of ten would requi re a d e t e r m i n a t i o n of t he s t a t u s of ind iv idual proper t ies or 
groups of proper t ies wi th in the pa r tne r sh ip . Therefore , the aud i to r should be 
fami l i a r with the s igni f icant provisions of the p a r t n e r s h i p a g r e e m e n t and , 
where appl icable , the a u d i t procedures should ref lect these considerat ions. 
5.12 Related Party Transactions. T h e n a t u r e of oil and gas opera t ions 
t ends to result in a g rea t e r f r equency and s ignif icance of re la ted p a r t y 
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t r ansac t ions t h a n would occur in m a n y other industr ies . This is largely 
because of the readi ly divisible n a t u r e of p r o p e r t y ownership, b u t these 
t r ansac t ions also occur f rom deal ings wi th l imited pa r tne r sh ips , joint ven tures , 
and the like. Commonly encountered r e l a t ed -pa r ty t r ansac t ions i nc lude— 
• Employee in teres t in proper t ies , pa r t i cu l a r ly th rough incent ive 
p lans t h a t enable key employees to ea rn an in teres t in successful 
prospects . 
• Pa r t i c ipa t i on in proper t ies wi th directors. P a r t i c u l a r l y in smaller 
companies , a f r e q u e n t source of prospects m a y be directors who a re 
themselves i ndependen t opera tors in the indus t ry . 
• T ransac t ions wi th l imited pa r tne r sh ips , including handl ing p rope r ty 
t r ansac t ions and a l locat ing costs. L imi t ed pa r tne r sh ips of ten involve 
confl icts of in teres t , in which decisions m a y benef i t or adverse ly 
a f fec t e i ther the c o m p a n y or the l imi ted pa r tne r s . 
5.13 In p lann ing the aud i t , considerat ion should be given to de t e rmin ing 
t h a t in format ion necessary for re la ted p a r t y disclosures is ava i lab le and 
procedures for tes t ing the re la ted accounts should be designed to comply wi th , 
SAS No. 45, Omnibus Statement on Auditing Standards—1983, "Related 
Par t i e s . " 
5.14 Other Considerations. Other con t rac t s a n d ag reemen t s re la ted to 
p rope r ty opera t ions t h a t m a y require considerat ion in the p l ann ing of specific 
a u d i t procedures include the following: 
• Long- te rm sales con t rac t s 
• Dri l l ing con t rac t s 
• Take-or -pay con t rac t s 
• Produc t ion p a y m e n t s 
• Fa rm-ou t s a n d car r ied in teres ts 
• Leases, pa r t i cu l a r ly expira t ion provisions 
• P roduc t ion-ba lanc ing con t rac t s 
• Division orders 
• Regu la to ry ag reemen t s 
Geographical Considerations 
5.15 The procedures used by the aud i to r dur ing an aud i t of an oil and gas 
producing company ' s f inancia l s t a t e m e n t s m a y be grea t ly a f f ec t ed by the 
geographical a reas in which the c o m p a n y opera tes . For example , offshore 
opera t ions and opera t ions in foreign countr ies m a y require the aud i to r to 
cons ider— 
• D i f f e r en t t ypes of p rope r ty costs associated wi th offshore as opposed 
to onshore operat ions . 
• Var ious env i ronmen ta l a n d other regu la to ry implicat ions . 
• Produc t ion-shar ing con t rac t s wi th foreign governments . 
• T a x impl ica t ions of foreign operat ions . 
• Disclosure r equ i r emen t s of foreign operat ions . 
Identifying Personnel With Specific Functions 
5.16 I den t i fy ing specified personnel , and thei r geographic location, hav-
ing the responsibi l i ty for specific func t ions re la ted to account ing , in te rna l 
control s t ruc tu re , a n d f inanc ia l repor t ing is an in tegra l p a r t of p l ann ing the 
aud i t . 
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5.17 Field Operation Accounting Personnel. Field opera t ions m a y be 
conducted in a m a n n e r whereby the accoun t ing d a t a for i nves tmen t s in, a n d 
opera t ions of, oil and gas proper t ies are processed in the c o m p a n y ' s home 
office. On the other hand , ce r ta in func t ions m a y be pe r fo rmed in dis t r ic t or 
field offices. T h e aud i to r ident i f ies t he personnel, and thei r location, responsi-
ble for specific i tems, such a s — 
• P r e p a r i n g a n d app rov ing A F E s and subsequen t ly reconciling ac tua l 
costs with es t imates . 
• Measu r ing a n d repor t ing uni t s of product ion. 
• Pr ic ing product ion . 
• Approv ing expenses and al locations to specific proper t ies . 
• Jo in t in teres t bill ing a n d revenue shar ing. 
• Hand l i ng warehouse receipts a n d issuing mater ia l s . 
• Comply ing wi th regulat ions. 
5.18 Geological, Geophysical, and Engineering Personnel. F inanc ia l s ta te-
men t s and repor ts to m a n a g e m e n t for companies wi th oil a n d gas produc ing 
ac t iv i t ies requi re t h a t ce r t a in d a t a be m a d e ava i lab le t h a t call for t he i npu t of 
personnel other t h a n account ing d e p a r t m e n t personnel . Th i s in fo rmat ion in-
c ludes— 
• S t a tu s of wells. 
• Reserve d a t a a b o u t uni ts , p roduct ion curves, f u t u r e deve lopment 
and ope ra t ing costs, and the like. 
• P roduc t ion d a t a analyses of pricing, n u m b e r of units , conversion 
factors , and so on. 
• A F E d a t a — f o r example , iden t i f ica t ion of cap i t a l versus expense 
workovers. 
• Value in fo rmat ion and explorat ion p lans for measur ing i m p a i r m e n t 
and cost ceiling. 
5.19 Land Department Personnel. These personnel m a y assist in provid-
ing in format ion regard ing p r o p e r t y ident i f ica t ion , W P T d a t a , t r ans fe r s f rom 
undeveloped proper t ies to produc ing leaseholds or a b a n d o n m e n t s , or c u r r e n t 
s t a tu s of con t r ac tua l obl igat ions t h a t are app l icab le to leasehold r ights (such 
as delay ren ta l p a y m e n t s , dri l l ing obligations, a n d payou t s ta tus) . W h e n 
mak ing the inquir ies refer red to above, the aud i to r should also p lan to iden t i fy 
the procedures used by the c o m p a n y ' s personnel in accumula t ing , processing, 
a n d va l ida t ing the d a t a involved. 
Use of Specialists 
5.20 T h e n a t u r e of the oil a n d gas i ndus t ry of ten requires the use of 
specialists such as reservoir engineers a n d geologists. Such special ists m a y be 
employees of the c o m p a n y or t hey m a y be i ndependen t consu l tan t s or contrac-
tors. SAS No. 11, Using the Work of a Specialist* provides gu idance to the 
aud i to r who does use the work of a specialist in pe r fo rming an aud i t . In 
addi t ion , Aud i t ing I n t e r p r e t a t i o n No. 1 of SAS No. 52, " S u p p l e m e n t a r y Oil 
a n d Gas Reserve I n f o r m a t i o n , " a t AU section 9558 .01—.06, describes s tan-
da rds p r epa red by the Society of Pe t ro l eum Engineers for qua l i f i ca t ions of a 
reserve es t imator . 
* The AICPA's Auditing Standards Board has voted to issue a Statement on Auditing 
Standards that will supersede SAS No. 11. The new SAS is expected to be issued in July 1994 and 
to be effective for audits of financial statements for periods ending on or after December 15, 1994. 
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5.21 T h e aud i to r p re fe rab ly should make an ear ly assessment of the 
ex ten t of use of specialists a n d the t im ing considerat ions thereof , including the 
need for involving independen t consul tan ts . The aud i to r m a y consider outl in-
ing those needs in an aud i t engagemen t le t ter . 
5.22 T h e ex ten t to which an independen t outs ide specialist is used m a y 
depend on whe the r a cost ceiling l imi ta t ion problem is considered likely to 
exist. (See discussion under "Account ing for P r o d u c t i o n " in p a r a g r a p h s 2.105 
th rough 2.119.) This is a j u d g m e n t a l area ; however, audi tors should consider 
the advisab i l i ty of reques t ing the involvement of an i ndependen t outside 
specialist when it a p p e a r s t he costs a re app roach ing or m a y exceed the cost 
ceiling l imi ta t ion . 
Tax and Other Regulatory Matters 
5.23 Var ious t ax a n d other regu la to ry m a t t e r s can have a s igni f icant 
i m p a c t on an oil a n d gas company ' s f inancia l s t a t emen t s . T h e aud i to r should 
make inquir ies abou t the s t a tu s of federa l a n d s t a t e income t ax m a t t e r s and 
severance a n d p roper ty - t ax repor t ing ma t t e r s . The aud i to r should also review 
the de t e rmina t ion of the producer ' s s t a t u s as an i ndependen t producer because 
of the subs t an t i a l i m p a c t such a de t e rmina t i on can have on income tax a n d 
W P T liabilit ies. (See discussion under " D e p l e t i o n " in p a r a g r a p h s 3.07 th rough 
3.10.) I n addi t ion , ce r ta in inquir ies concerning W P T should be made . These 
inc lude— 
• S t a tu s of deposi tory or wi thholding r equ i r emen t s and compl iance 
with appl icab le repor t ing r equ i remen t s . 
• Procedures used to tes t the accuracy of a m o u n t s wi thheld or depos-
ited and to c o m p u t e a m o u n t s r e fundab le under the net income 
l imi ta t ion . 
• The company ' s repor t ing responsibi l i ty because of its role as general 
or m a n a g i n g p a r t n e r in existing pa r tne r sh ips . 
Other regu la to ry m a t t e r s inc lude— 
• Pr ic ing procedures used in, a n d personnel responsible for, compli-
ance with appl icab le s t a t u t e s and regulat ions . 
• Repor t ing to s t a t e regula tory au thor i t i es (which s ta tes are involved, 
w h a t repor ts m u s t be filed, w h a t procedures are used to a c c u m u l a t e 
appl icable d a t a , and so on). 
• Repor t ing to the S E C (cu r ren t s t a t u s of filings, ident i f ica t ion of 
d a t a , responsible personnel, and the like). 
Audit Considerations 
5.24 Th i s section ident i f ies a n d discusses ce r ta in aud i t considerat ions of 
some of the business func t ions a n d accounts un ique to oil a n d gas producing 
companies . T h e procedures selected to achieve the pa r t i cu l a r aud i t object ives 
should be a d a p t e d to the specific c i r cums tances of the company . T h e a reas 
discussed include p rope r ty , receivables, payables , expenses, revenues, and 
other considerat ions. 
Property 
5.25 T h e tests of p r o p e r t y accounts of companies wi th oil and gas 
producing ac t iv i t ies requi re ca re fu l considerat ion by the aud i to r . P r o p e r t y 
general ly represents the largest i tem in the ba lance sheet a n d is of ten the most 
d i f f icul t to test . Rel iance is o f ten placed on es t ima tes by the c o m p a n y ' s 
opera t ions d e p a r t m e n t a n d m a n a g e m e n t assert ions. Following a re several 
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areas t h a t deserve special a t t en t i on in the tes ts of oil and gas p rope r ty 
accounts: 
• P r o p e r t y costs 
• I n t e r e s t cap i ta l i za t ion 
• Ma te r i a l s and supplies 
• Conveyances 
• A b a n d o n m e n t costs 
• D r y hole costs 
• Wells in progress 
• Deple t ion, deprec ia t ion , and amor t i za t ion 
• C a p i t a l cost l imi ta t ions 
5.26 Property Costs. Jo in t in teres t owners share in acquis i t ion, explora-
tion, deve lopment , and product ion costs in accordance wi th the cost-sharing 
provisions of the joint ope ra t ing ag reemen t . Car r ied and revers ionary in teres t 
provisions (among m a n y o ther similar a r r a n g e m e n t s ) o f t en cause the shar ing 
of costs to be d i f fe ren t f rom the p e r m a n e n t lease ownership. T h e aud i to r 
should be fami l i a r wi th the cost-sharing provisions of each p rope r ty selected 
for tes t ing in order to ef fec t ive ly aud i t p rope r ty costs. 
5.27 For cost-control purposes, an A F E is p r epa red for most explora tory 
a n d deve lopment dril l ing ac t iv i t ies a n d major projects u n d e r t a k e n by joint 
interests . T h e A F E gives the opera tor app rova l to incur specif ied dollar 
a m o u n t s in accomplishing agreed-upon tasks. The aud i to r m a y compare ac tua l 
costs incurred by the opera to r wi th A F E a m o u n t s for evidence of unau thor i zed 
or excessive expendi tures . Ind ica t ions of po ten t ia l charges or credi ts f rom joint 
interest aud i t s impend ing or in progress should be eva lua t ed in accordance 
wi th FASB S t a t e m e n t No. 5, Accounting for Contingencies. 
5.28 Deprec ia t ion of suppor t e q u i p m e n t and facil i t ies used in oil a n d gas 
producing ac t iv i t ies is p roper ly accounted for as explorat ion, deve lopment , or 
product ion costs, depend ing on the ac t i v i t y wi th which the suppor t e q u i p m e n t 
or facil i t ies are involved. T h e aud i to r should consider a p p r o p r i a t e a u d i t 
procedures to de t e rmine t h a t deprec ia t ion of suppor t e q u i p m e n t is proper ly 
al located. 
5.29 A s t a n d a r d procedure in aud i t i ng p r o p e r t y accounts of a n y commer-
cial en terpr i se is tes t ing physical existence. Physical examina t ion of m a n y 
types of oil and gas p r o p e r t y is somet imes imprac t i ca l a n d of ten a l t e rna t i ve 
procedures are pe r fo rmed . For ins tance , producing wells are f r e q u e n t l y too 
widely dispersed a n d too numerous to be examined . Al te rna te ly , the aud i to r 
m a y examine produc t ion records m a i n t a i n e d by the opera t ions d e p a r t m e n t to 
de te rmine t h a t product ion proceeds were being received on the p rope r ty as of 
the end of the period. Likewise, leasehold r ights are in tangible , and ownership 
is evidenced only th rough a lease or ass ignment documen t . Absolute ver i f ica-
tion of the company ' s ownership in a lease would requi re a t i t le s e a r c h — a 
t ime-consuming a n d expensive process. For this reason, the aud i to r m a y test 
ownership by examin ing a lease ag reemen t a n d lease file. Addi t ional ly , exami-
na t ion of a de lay ren ta l p a y m e n t is f u r t h e r evidence of the company ' s 
re tent ion of i ts in te res t in the lease. T h e aud i to r m a y also ob ta in signed 
represen ta t ions t h a t the subjec t lease was not sold, assigned, or otherwise 
disposed of du r ing the period. 
5.30 Interest Capitalization. In de t e rmin ing whe the r capi ta l ized in teres t 
is proper ly accounted for, the aud i to r should check t h a t the qua l i fy ing assets 
have not previously en te red the earn ings ac t iv i t ies of the c o m p a n y and 
de t e rmine t h a t in teres t capi ta l ized is proper ly computed . 
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5.31 Materials and Supplies. Opera to r s of oil a n d gas proper t ies of ten hold 
or have mate r i a l s and supplies (product ion e q u i p m e n t inven tory) stored by 
independen t s torage ya rds for use in f u t u r e dril l ing ac t iv i t ies and operat ions . 
F requen t ly , e q u i p m e n t will be t r ans f e r r ed to a p r o p e r t y in which the opera tor 
has an in teres t . The opera to r charges the joint account for the e q u i p m e n t and 
bills nonopera t ing in teres t owners for thei r share of the e q u i p m e n t p u r s u a n t to 
the joint opera t ing ag reemen t . Likewise, e q u i p m e n t is o f ten t r ans fe r r ed back 
to a s torage y a r d upon the a b a n d o n m e n t of a well. T h e opera tor issues credi t 
to the nonopera t ing in teres t owners for thei r share of the condit ion va lue 
a t t a c h e d to the e q u i p m e n t as d i c t a t ed by the account ing procedures supple-
men t to the joint ope ra t ing ag reemen t . T h e aud i to r should consider procedures 
to iden t i fy e q u i p m e n t m o v e m e n t s and tes t the p ropr i e ty of t he account ing 
t r e a t m e n t for such movements . Depend ing to some degree on the ex ten t of 
in te rna l control s t r u c t u r e policies a n d procedures in effect , the aud i to r m a y 
conf i rm the existence of e q u i p m e n t wi th i ndependen t ya rds or m a y consider it 
necessary to observe the t ak ing of a physical inventory . T h e aud i to r should 
de te rmine t h a t ma te r i a l s a n d supplies are not car r ied a t a m o u n t s in excess of 
the a m o u n t s recoverable in the normal course of business th rough use by the 
opera tor or recovery th rough opera t ing agreements ; the aud i to r should also 
review for obsolescence. W h e n ma te r i a l s a n d supplies are held for sale, the 
usual lower-of-cost-or-market test should be appl ied . 
5.32 Conveyances. Oil a n d gas p r o p e r t y conveyances can t a k e a va r i e t y of 
forms, each of which m a y be unique . T h e audi tor should eva lua t e the account-
ing t r e a t m e n t of conveyance t r ansac t ions in accordance wi th the conveyance 
provisions of FASB S t a t e m e n t No. 19, Financial Accounting and Reporting by 
Oil and Gas Producing Companies, a n d Regula t ion S-X. The aud i to r should 
also be aware of the considerable d i f ferences be tween the f inanc ia l account ing 
a n d income tax t r e a t m e n t s of conveyances in the review of the company ' s 
income tax accrual . 
5.33 Abandonment Costs. Account ing for a b a n d o n e d wells a n d leases is 
discussed under " P r o d u c t i o n " in p a r a g r a p h s 2.91 th rough 2.119. For a b a n -
doned, unproved leases t h a t are not expir ing unde r thei r own te rms , the 
audi tor m a y ob ta in represen ta t ions f rom the c o m p a n y (1) t h a t it does not 
in tend to promote , develop, or sell t he lease, or to p a y f u t u r e de lay ren ta l s 
when they come due a n d (2) t h a t it has all necessary approva ls . For leases t h a t 
expire under thei r own t e r m s or because of fa i lure to pe r fo rm dril l ing obliga-
tions, the aud i to r should consider a p p r o p r i a t e procedures to de t e rmine t h a t 
the c o m p a n y no longer has an in teres t in the lease a n d t h a t the c o m p a n y has 
proper ly approved a n d recorded the a b a n d o n m e n t . W h e n wells are abandoned , 
the opera tor is requi red to file a p lugging repor t wi th the a p p r o p r i a t e s t a t e 
governmen ta l agency. The aud i to r m a y examine the plugging repor t to sub-
s t a n t i a t e the a b a n d o n m e n t of the well and , where appl icable , de t e rmine t h a t 
proper credi t was g r an t ed to joint owners for sa lvageable lease and well 
equ ipmen t . 
5.34 Dry Hole Costs. Unde r the successful ef for ts method of account ing , 
d ry hole costs of an explora tory well a re expensed when a de t e rmina t i on is 
made t h a t the well has no proved reserves. The aud i to r can usual ly subs tan t i -
a te the success or fa i lure of a dril l ing ef for t by examin ing dri l l ing repor ts f rom 
the dril l ing c o m p a n y (or opera to r for nonopera t ing in teres t owners). If dri l l ing 
repor ts are unava i lab le , the aud i to r can examine a plugging repor t filed by the 
opera tor as suppor t of the unsuccessful ou tcome of a well. 
5.35 Wells in Progress. T h e account ing t r e a t m e n t for costs associated 
with explora tory wells in progress a t the end of a repor t ing period is un ique 
only under the successful e f for ts method . Costs of an explora tory well t h a t has 
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not found proved reserves should be expensed. The aud i to r uses all in fo rmat ion 
avai lable in eva lua t ing the s t a tu s of an explora tory well as of the repor t da te . 
Occasionally, a well is drilled and it cannot be immed ia t e ly de t e rmined 
whether the p rope r ty has proved reserves. This of ten h a p p e n s because the 
p rope r ty a p p e a r s marg ina l ly economical or a major cap i t a l expend i tu re is 
requi red before product ion can begin. Usual ly , if a decision abou t the eco-
nomic v iab i l i ty of a well canno t be m a d e wi th in one year , the well would be 
considered impa i r ed and the costs charged to expense. A well requi r ing a ma jo r 
cap i ta l expend i tu re is carr ied as an asset only if the well has a suff ic ient 
q u a n t i t y of reserves to ju s t i fy its complet ion. If the dril l ing of add i t iona l wells 
is necessary to de t e rmine if reserves are suff ic ient , the c o m p a n y decides 
whe ther it is w a r r a n t e d to incur the add i t iona l cap i t a l expendi tures . I n 
addi t ion , the dril l ing of the wells m u s t have commenced or be f i rmly p lanned 
in the f u t u r e in order to be carr ied as an asset. T h e aud i to r eva lua tes all 
avai lable in fo rmat ion to de t e rmine if cap i ta l i za t ion of costs is proper under 
the above cr i ter ia . 
5.36 Depletion, Depreciation, and Amortization. T h e methods used in 
compu t ing D D & A under the full cost a n d successful e f for ts methods are 
discussed under " P r o d u c t i o n " in p a r a g r a p h s 2.91 th rough 2.119. T h e key to 
aud i t i ng DD&A is to s u b s t a n t i a t e the D D & A ra te and the D D & A cost base to 
which the ra te is appl ied . In tes t ing the D D & A ra te , the aud i to r should 
inqui re abou t the methods a n d bases used in the reserve s tudy and thei r 
consistency wi th other ava i lab le in format ion . Cur ren t -yea r product ion quan t i -
ties m a y be tes ted in conjunct ion wi th the tes t ing of oil and gas product ion 
revenues. The cost base to which the D D & A ra te is app l ied pe r t a in s to each 
cost center under the full cost method a n d on a p rope r ty -by -p rope r ty or an 
aggregat ion-of-proper t ies basis under the successful e f for ts method . T h e audi-
tor should test the cost base used in the c o m p u t a t i o n a n d de t e rmine if all costs 
excluded f rom the cost base are proper ly excludable. T h e full cost me thod 
requires including e s t ima ted f u t u r e deve lopment costs in the c o m p a n y ' s cost 
base. The audi tor should review the c o m p a n y ' s e s t ima ted f u t u r e deve lopmen t 
costs; de t e rmine if t hey a re reasonable, given e s t ima ted f u t u r e deve lopment 
ac t iv i ty ; a n d compare t h e m to the reserve repor t . T h e aud i to r should also 
de te rmine whe the r these costs are based on cu r r en t costs. 
5.37 Unproved proper t ies are periodical ly assessed to de t e rmine if t hey 
have been impai red . (Account ing for i m p a i r m e n t of unproved p r o p e r t y costs is 
discussed under "Acquis i t ion of Mine ra l P rope r t i e s " in p a r a g r a p h s 2.01 
th rough 2.30.) The aud i to r should review the company ' s procedures in provid-
ing for i m p a i r m e n t a n d eva lua t e the a d e q u a c y of the provision. In eva lua t ing 
the a d e q u a c y of the i m p a i r m e n t provision, the aud i to r should use such 
in format ion as the c o m p a n y ' s plans, d ry holes dril led in a reas nea r t h e 
company ' s leases, and lease expira t ion dates , because it is more likely t h a t 
i m p a i r m e n t exists on leases whose expira t ion da tes are approach ing . T h e 
aud i to r should be aware t h a t top leases m a y be impa i r ed by dri l l ing ac t iv i t ies 
of the original lessee, whe the r successful or not. 
5.38 Capital Cost Limitations. T h e full cost me thod prescribes a ceiling 
tes t for capi ta l ized costs. T h e aud i to r should review the componen t s of the cost 
ceiling compu ta t i on to de t e rmine t h a t t hey are c o m p u t e d in accordance wi th 
the prescr ibed guidelines. T h e ra t ionale behind the ceiling tes t is t h a t oil a n d 
gas p rope r ty costs should be recoverable f rom the under ly ing assets. Therefore , 
a n y capi ta l ized cos t s—net of a c c u m u l a t e d D D & A a n d re la ted defer red income 
taxes—in excess of the ceiling are wr i t t en off to expense. In those s i tua t ions 
where costs app roach or exceed the ceiling, it m a y be advisable to consider 
consul ta t ion wi th i ndependen t outside specialists. 
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5.39 I n cont ras t wi th the full cost method , the issue of whe ther to provide 
for i m p a i r m e n t of proved proper t ies based on the a m o u n t expected to be 
recoverable is unse t t led under the successful e f for ts method.* T h e FASB is 
considering the issue of recoverabi l i ty of capi ta l ized costs associated wi th long-
lived assets. Unt i l the issue is resolved, the aud i to r should consider aud i t 
procedures similar to those appl ied to long-lived assets in general . 
Receivables 
5.40 T h e general a p p r o a c h in aud i t ing receivables f rom oil a n d gas 
producing ac t iv i t ies is in m a n y respects s imilar to t h a t followed in aud i t i ng 
receivables of commercia l enterpr ises . The conf i rmat ion of accounts receivable 
is a useful procedure for most accounts ; however, special considerat ion should 
be given to the pe r fo rmance of add i t iona l or a l t e rna t i ve aud i t procedures in 
the following areas: 
• Jo in t in teres t billings (JIBs) 
• Jo in t in teres t credi ts 
• Oil and gas sales 
• Produc t ion imbalances 
• Cash calls 
• Collect ibi l i ty 
5.41 Joint Interest Billings. T h e opera tor can normal ly conf i rm f rom 
nonopera t ing in teres t owners the J I B ba lance as of the aud i t da te ; however, 
the va l id i ty of joint in teres t receivables is of ten d e p e n d e n t solely on the 
opera tor ' s accuracy in p r epa r ing the under ly ing J IBs . Accordingly, the aud i to r 
of the opera tor should consider procedures to tes t (a) t he va l id i ty a n d accu racy 
of the charges suppor t ing the J I B s t a t e m e n t s a n d (b) the percen tages charged 
to nonopera t ing in teres t owners. At the aud i t d a t e the p rope r ty opera tor m a y 
have incurred obligat ions on behalf of the joint owners t h a t have not been 
billed. These unbil led obligat ions also represen t J I B receivables t h a t — e x c e p t 
for the omission of conf i rmat ion tes t ing—should be considered for tes t ing by 
the audi tor . 
5.42 Joint Interest Credits. Nonope ra t i ng pa r t i e s normal ly have the r ight 
to aud i t the accounts and records of the opera tor re la t ing to the joint account . 
These aud i t s of ten result in credi ts being g r an t ed to nonopera t ing par t ies . T h e 
nonopera tor ' s aud i to r should de t e rmine whe the r the nonopera tor has recorded 
accounts receivable for credi ts g r an t ed and eva lua t e possible credi ts f rom 
aud i t s in progress or impend ing in accordance wi th the ga in-cont ingency 
provisions of FASB S t a t e m e n t No. 5. These procedures also a p p l y to the a u d i t 
of accounts payab le of an ope ra t ing c o m p a n y where the opera to r is subject to 
issuance of po ten t ia l joint in teres t credi ts . 
5.43 Oil and Gas Sales. Oil and gas product ion sales are general ly 
recorded f rom run t ickets or r e m i t t a n c e advices received f rom purchasers of 
* FASB Statement No. 19, paragraph 209, is as follows: 
209. As explained in paragraphs 190 and 191, a cost center is not the primary consideration 
in the capitalize/expense decision under the approach to successful efforts accounting 
adopted by the Board in this Statement. Under that approach, the assets to which the 
capitalized acquisition, exploratory drilling, and development costs relate are properties, 
wells, equipment, and facilities. The question of whether to write down the carrying amount 
of productive assets to an amount expected to be recoverable through future use of those 
assets is unsettled under present generally accepted accounting principles. This is a pervasive 
issue that the Board has not addressed. Consequently, this Statement is not intended to 
change practice by either requiring or prohibiting an impairment test for proved properties 
or for wells, equipment, and facilities that constitute part of an enterprise's oil and gas 
producing systems. 
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the product ion. R e m i t t a n c e advices are usual ly received f rom one to th ree 
months a f t e r the purchase r t akes control of the product ion. Oil and gas 
revenue t r ansac t ions m a y be recorded on a cash basis; however, the c o m p a n y 
should accrue e s t ima ted unreceived product ion revenues and re la ted W P T a n d 
product ion taxes a t the f inancia l s t a t e m e n t da te . Such es t imates consider 
product ion volumes, revenue interests , sales price histories, and a p p r o p r i a t e 
deduct ions . The aud i to r should tes t the accrua l th rough a p p r o p r i a t e means: 
for example , ver i fy ing product ion quan t i t i e s used in the e s t ima te to indepen-
den t product ion records (or run t ickets , if avai lable) , compar ing revenue 
interes t or roya l ty in teres t pe rcen tages wi th a p p r o p r i a t e division orders, a n d 
s u b s t a n t i a t i n g the reasonableness of sales prices a n d t ax wi thholdings used in 
the accrual . 
5.44 Production Imbalances. Oil a n d gas produc t ion f rom a p rope r ty is 
usual ly sold to purchase r s for the benef i t of all joint owners of t h a t p roper ty . 
The purchasers then usual ly remi t the sales proceeds to joint owners in 
accordance wi th the d i s t r ibu t ion provisions of the division order covering the 
p roper ty . Most s t a n d a r d joint ope ra t ing ag reemen t s allow joint owners the 
option of t ak ing thei r share of product ion in kind r a the r t h a n hav ing it sold to 
purchasers on thei r behalf . Where revenue in teres t owners t ake thei r share of 
product ion in kind, it is likely t h a t the owners have t a k e n more (overl i f t ) or 
less (under l i f t ) product ion t h a n they are en t i t led to as of the a u d i t da te . T h e 
aud i to r should review the company ' s en t i t l emen t compu ta t i on a n d consider 
conf i rmat ion procedures to s u b s t a n t i a t e a n y product ion imba lance receivables 
or payab les recorded a t t he a u d i t da te . 
5.45 Cash Calls. U n d e r the provisions of most joint ope ra t ing ag reemen t s 
the opera tor of a p rope r ty can requi re nonopera t ing in teres t owners to ad-
vance thei r share of the e s t ima ted cash ou t l ay for the succeeding mon th ' s 
dril l ing ac t iv i t ies and p roduc ing-proper ty opera t ions of the joint account . In 
these cases, the opera tor is en t i t led to these advances upon proper not i f ica t ion 
to the nonopera t ing in teres t owners. W h e r e appl icable , t he aud i to r should 
consider conf i rming cash calls receivable wi th nonopera t ing in teres t owners; 
the audi tor should also review the opera tor ' s compu ta t i ons suppor t ing the cash 
call to de t e rmine if the a m o u n t s reques ted a p p r o x i m a t e a n t i c i p a t e d expendi-
tures for opera t ions in the following month . 
5.46 Collectibility. Collect ibi l i ty of joint in teres t accounts receivable in 
the oil and gas indus t ry t r ad i t iona l ly has not been a problem because of t he 
remedies ava i lab le to opera tors in the event of n o n p a y m e n t or de fau l t . 
Opera tors have a p re fe r red lien on the ownership in teres t of nonopera t ing 
par t ies . Unde r the provisions of the s t a n d a r d opera t ing ag reemen t , the opera-
tor can collect f rom oil a n d gas purchasers the proceeds accru ing to the 
in teres t of the de l inquen t p a r t y u p to the a m o u n t owed. Where it a p p e a r s t h a t 
an opera tor will have to collect a m o u n t s due in this m a n n e r , the aud i to r should 
de te rmine t h a t t he de l inquen t p a r t y ' s share of f u t u r e proceeds will cover the 
uncollected ba lance a n d the a p p r o p r i a t e ba lance sheet classif ication. Di spu tes 
can arise over joint in teres t ownership percen tages in oil and gas product ion 
and reques ted n a t u r a l gas pr icing classif icat ions can be disallowed by the 
F E R C . T h e aud i to r should inquire of c o m p a n y m a n a g e m e n t whe the r such 
d isputes or po ten t ia l disal lowances exist a n d pe r fo rm a p p r o p r i a t e a u d i t proce-
dures to de t e rmine t h a t the effect of a n y such d isputes is proper ly ref lected or 
disclosed in the f inancia l s t a t emen t s . Collect ibi l i ty is a more serious problem 
when wells are plugged a n d a b a n d o n e d or are only marg ina l ly economical, 
pa r t i cu la r ly if one or more of the nonopera tors has f inancia l diff icul t ies . T h e 
opera tor m a y have the r ight under the opera t ing ag reemen t to rebill all 
opera t ing in teres t owners for thei r p ropor t iona te share of the unpa id costs. 
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Payables 
5.47 Liabi l i t ies re la ted to oil and gas producing ac t iv i t ies are in m a n y 
ways similar to those of a typ ica l commerc ia l enterpr ise . Accordingly, proce-
dures in these a reas are not necessari ly unique; however, cer ta in l iabil i t ies 
deserve special a t t en t ion because of thei r pecu l ia r i ty to the oil and gas 
indus t ry . M a n y of these l iabil i t ies arise f rom the var ious eve ryday ac t iv i t ies 
and t r ansac t ions be tween opera tors and nonopera tors of joint proper t ies . T h e 
following are some of the more unusua l areas: 
• Jo in t in teres t payab les 
• Revenue d i s t r ibu t ion 
• Borrowings f rom product ion purchasers 
• Unapp l i ed advances 
• Produc t ion taxes payab le 
5.48 Joint Interest Payables. J I B s sent to nonopera t ing in teres t owners 
f rom opera tors general ly provide very l i t t le deta i l abou t the t iming of explora-
tion, deve lopment , and product ion expendi tu res incurred b y the opera tor . 
Therefore , these J IBs m a y not be useful when nonopera t ing pa r t i e s accrue 
accounts payab le as of the aud i t da te . Nonope ra t i ng in teres t owners accrue 
these expendi tu res based on the best ava i lab le in fo rmat ion f rom the com-
pany ' s opera t ions d e p a r t m e n t (or f rom the opera tor if more accessible). Usu-
ally, such in format ion can be a d e q u a t e l y e s t ima ted f rom a schedule of AFEs , 
which detai ls all open AFEs , A F E costs, the c o m p a n y ' s working in teres t in the 
re la ted proper t ies , and the complet ion pe rcen tage of each A F E . T h e aud i to r 
should consider a p p r o p r i a t e aud i t procedures to s u b s t a n t i a t e the completeness 
of the schedule of open A F E s a n d review the A F E d a t a conta ined in the 
schedule wi th opera t ions personnel for reasonableness . 
5.49 Revenue Distribution. P roduc t ion revenues genera ted f rom a prop-
e r ty are d i s t r ibu ted by purchase r s in accordance with the provisions of the 
division order executed by the joint owners of the p roper ty . Jo in t owners o f t en 
collect product ion proceeds on behalf of other joint or roya l ty owners and m a k e 
a p p r o p r i a t e d i sbursements to t h e m on a periodic basis. At t he a u d i t da te , a 
proper cutoff is i m p o r t a n t . The p a r t y des igna ted to collect such proceeds 
accrues accounts receivable ( revenues ne t of t ax withholdings) wi th an offset 
to a payable- to-royal ty-owner ' s account . Depend ing on tax ing jur isdict ion 
regulat ions or con t r ac tua l agreements , the responsibi l i ty for p a y m e n t of sever-
ance or product ion taxes m a y lie wi th the purchaser , the opera tor , or t he 
working in teres t owners individual ly . Occasionally, proceeds collected are in 
d i spu te and are recorded in a suspense account . Th i s t y p e of l iabi l i ty is not 
relieved unt i l the d i spu te is resolved. T h e aud i to r should consider a p p r o p r i a t e 
aud i t procedures to iden t i fy those proper t ies on which the c o m p a n y collects 
revenues on behalf of roya l ty and other joint owners. Special a t t e n t i o n should 
be given to suspense payables , as t h e y m a y a c c u m u l a t e over ex tended periods 
of t ime before the under ly ing d isputes a re resolved. 
5.50 U n d e r the t e r m s of m a n y lease agreements , lessors are en t i t l ed to 
shut- in well p a y m e n t s , m a n d a t o r y or m i n i m u m roya l ty p a y m e n t s , and pay-
men t s of a similar n a t u r e . As of the ba lance sheet da te , lessees accrue such 
m a n d a t o r y p a y m e n t s to lessors. T h e aud i to r should iden t i fy po ten t i a l obliga-
tions and de t e rmine thei r proper t r e a t m e n t in the f inanc ia l s t a t e m e n t s by 
in terv iewing opera t ions personnel a n d pe r fo rming aud i t procedures . 
5.51 Borrowings From Production Purchasers. En t e rp r i s e s seeking sources 
of oil and gas supplies somet imes a d v a n c e cash to p rope r ty owners to f inance 
explorat ion or deve lopment . T h e aud i to r m a y conf i rm borrowings a n d thus be 
AAG-OGP 5.51 
58 Audits of Entities With Oil and Gas Producing Activities 
sat isf ied t h a t the t e r m s of the borrowing a r r a n g e m e n t have been complied 
with. T h e aud i to r should consider tes t s to d e t e r m i n e the subs tance of the 
t r ansac t ions involving advances f rom purchasers because they somet imes t ake 
the form of minera l sales whose t r e a t m e n t is addressed under "Conveyances" 
in p a r a g r a p h s 2 .120 th rough 2.131. 
5.52 Unapplied Advances. As discussed previously, p r o p e r t y opera tors 
m a y call nonopera t ing pa r t i e s for cash advances to cover the e s t ima ted 
expendi tures to be incurred in the following mon th ' s operat ions . As the 
opera tor incurs expend i tu res on behalf of nonopera t ing in teres t owners, the i r 
share of the expendi tu res is appl ied aga ins t advances received. Unapp l i ed 
advances as of the f inanc ia l s t a t e m e n t d a t e are l iabil i t ies to nonopera t ing 
in teres t owners and m a y be conf i rmed by the aud i to r . Jo in t in teres t owners 
will usual ly be able to conf i rm only the advances m a d e to the opera tor , less 
reduct ions for thei r share of expendi tu res incur red as represen ted on J I B s 
received f rom the opera tor . The va l id i ty of J I B s depends on the opera tor ' s 
accuracy in p repa r ing them. The nonopera tor ' s aud i to r should consider proce-
dures to test the reasonableness of the J I B s t a t emen t s . 
5.53 Production Taxes Payable. P roduc t ion taxes are payab le to s t a t e or 
other gove rnmen ta l agencies by e i ther the purchase r or producer as deter-
mined by s t a te or o ther gove rnmen ta l agencies. Where the producer is liable 
for the taxes, the opera tor usual ly pays product ion taxes on behalf of all joint 
in teres t owners. The aud i to r should de t e rmine t h a t the opera tor has proper ly 
recorded the l iabi l i ty for s t a t e taxes a n d test the p ropr i e ty of recorded 
product ion taxes payab le . 
Expenses 
5.54 This section deals wi th expendi tu res a n d other charges (a) t h a t are 
classified as expenses under bo th the successful e f for ts and full cost me thods 
and (b) t h a t are un ique to the oil and gas indus t ry . This section does not deal 
wi th expenses ar is ing f rom the amor t i za t ion or write-off of assets such as 
a b a n d o n m e n t expenses, deplet ion a n d deprec ia t ion expense, amor t i za t ion ex-
pense, and the like. (These expenses are deal t wi th under " P r o p e r t y " in 
p a r a g r a p h s 5.29 th rough 5.35.) Three types of expenses t h a t should be given 
special considerat ion are (a) work-over expense, (b) d is t r ic t and warehous ing 
expenses a n d a d m i n i s t r a t i v e overhead , a n d (c) W P T expense. 
5.55 Work-Over Expense. A F E s m a y be p r epa red for well work-overs 
where charges are expected to exceed a m i n i m u m a m o u n t . T h e audi tor should 
de te rmine the n a t u r e of well work-overs a n d then tes t the p rop r i e ty of the 
company ' s classif ication of the work-over charges as cap i ta l or expense i tems. 
In addi t ion, a c tua l charges should be compared wi th the A F E (where an A F E 
has been prepared) , a n d a de t e rmina t i on and eva lua t ion should be m a d e of 
any a p p a r e n t excessive or unau tho r i zed charges. 
5.56 Overhead. T h e opera tor of a p r o p e r t y is usual ly en t i t led to be pa id 
by the joint v e n t u r e for ce r t a in overhead charges as compensa t ion for adminis-
t ra t ive , supervisory, office service, a n d warehousing costs. The account ing 
procedures supp l emen t to the joint ope ra t ing ag reemen t specifies t he types 
and of ten the a m o u n t of charges t h a t can be al located to the joint account for 
such overhead. The nonopera tor ' s aud i to r should consider procedures (1) to 
tes t the reasonableness of t he al located charges unde r the account ing proce-
dures supp l emen t and (2) to tes t t h a t the c o m p a n y was charged for its proper 
share of the expenses. 
5.57 WPT Expense. W P T expense will normal ly be composed of two 
components : taxes wi thheld f rom revenues by purchase r s (debi ts) a n d the 
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es t ima te of taxes to be r e funded because of the ef fec t of the ne t income 
l imi ta t ion (credits) . Compan ies normal ly e s t ima te the r e f u n d based on prior 
year r e funds or well-by-well computa t ions . Usual ly , de ta i led compu ta t i ons are 
not ava i lab le by the t ime the aud i to r is requi red to repor t on the f inancia l 
s t a t emen t s . Consequent ly , t he audi tor will be requi red to use a high degree of 
j u d g m e n t to de t e rmine whe the r the e s t ima te is reasonable . Ana ly t ica l proce-
dures can of ten be helpful . Among the fac tors to be considered are the 
re la t ionship of taxes wi thheld to oil sales a n d lease opera t ing expenses, prior 
year r e fund experience, changes in the c o m p a n y ' s s t a t u s or types of wells, a n d 
f luc tua t ions in product ion volumes. 
Revenues 
5.58 Revenues f rom oil a n d gas produc ing ac t iv i t ies are typ ica l ly of two 
types: p roduc t ion revenues a n d p r o p e r t y conveyances . T h e following are i tems 
t h a t m a y be considered by the aud i to r in conduc t ing an a u d i t of these 
revenues: 
• Sharing-in a n d accoun tab i l i ty for oil a n d gas sales 
• Pr ic ing regula t ions and c o n t r a c t u a l ag reemen t s 
• P r o p e r t y conveyances 
• Revenue accumula t ion 
• Take-or -pay con t rac t s 
5.59 Sharing-in and Accountability for Oil and Gas Sales. Oil and gas 
sales m a y be recorded f rom purchase r e m i t t a n c e advices received f rom oil a n d 
gas purchasers . The aud i to r should consider tes ts to de t e rmine if p roduct ion 
quan t i t i e s on which sales proceeds were received agree to independen t produc-
tion records t h a t have been m a i n t a i n e d by the opera t ions d e p a r t m e n t to 
s u b s t a n t i a t e t h a t the c o m p a n y is receiving its proper share of revenues 
genera ted f rom a p r o p e r t y or proper t ies . T h e shar ing of oil a n d gas product ion 
revenues by joint owners can be a f f ec t ed by a n u m b e r of d i f fe ren t a r range-
ments . For ins tance, m a n y joint in te res t dril l ing ven tu re s call for joint in teres t 
owners to drill a f ree well or incur a higher pe rcen tage of the dril l ing costs 
(carr ied in teres t ) t h a n the i r p e r m a n e n t ownership in teres t in the p rope r ty in 
r e tu rn for con t r ibu t ions (for example , leasehold and explorat ion expenses) by 
other joint in teres t owners in the ven tu re . Of ten these joint in teres t owners are 
ent i t led to all or to a p ropor t iona te ly higher in teres t in genera ted product ion 
revenues unt i l t hey recover a specif ied a m o u n t of costs. W h e n these costs are 
recovered, the i r revenue in teres t rever t s to thei r p e r m a n e n t in teres t in the 
p roper ty . 
5.60 Another common a r r a n g e m e n t occurs when a joint in teres t owner 
declines pa r t i c ipa t ion (nonconsents) in drill ing, deepening, complet ing, plug-
ging back , or reworking a well. T h e consent ing pa r t i e s m u s t then incur 
p ropor t iona te ly higher costs to pe r fo rm the specified task and, accordingly, are 
ent i t led to all of the nonconsent ing par t i es ' in teres t in genera ted revenues 
unt i l t hey recover a p r ede t e rmined pe rcen tage of the i r a c tua l costs incurred. 
This pe rcen tage is commonly in excess of 100 pe rcen t of ac tua l costs to 
compensa te the consent ing pa r t i e s for the i r risk in the ven tu re . 
5.61 Various o ther such a r r a n g e m e n t s exist t h a t can a l te r the shar ing of 
revenues. The aud i to r should consider examin ing division orders a n d other 
subs tan t ive evidence to tes t t he p ropr i e ty of the c o m p a n y ' s revenues. Tes t ing 
oil and gas revenues can o f t en be accomplished in conjunct ion wi th tes ts of oil 
and gas proper t ies by de t e rmin ing t h a t revenue recorded, if any , is reasonable 
in relat ion to the s t a t u s of the p rope r ty , the engineer ing reports , and the 
historical records. 
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5.62 Pricing Regulations and Contractual Agreements. Oil and gas pro-
ducing ac t iv i t ies are subjec t to complex pr ic ing a n d tax regula t ions governing 
oil a n d gas sales. In tes t ing oil a n d gas revenue, the aud i to r should consider 
procedures to de t e rmine if the c o m p a n y is receiving m a x i m u m allowable 
prices (in some cases the m a r k e t will not bear the m a x i m u m allowable price) 
or prices in excess of exist ing price ceilings, which m a y requi re f u t u r e re funds . 
I n f i rs t -year audi t s , compl iance procedures should be considered to de t e rmine 
if po ten t ia l r e funds exist f rom excessive prices received f rom prior year oil a n d 
gas sales. 
5.63 N a t u r a l gas producers m a y con t rac t wi th purchasers to sell ce r ta in 
quan t i t i e s of the i r p roduc t ion a t specified prices. T h e audi tor should consider 
tes t ing the prices received for n a t u r a l gas to de t e rmine (a) if t hey agree wi th 
the t e rms of re la ted con t rac t s and (b) if they comply wi th appl icab le regula-
tions. 
5.64 Property Conveyances. Account ing for oil and gas p r o p e r t y convey-
ances is complex a n d should be reviewed by the aud i to r to de t e rmine if t hey 
are recorded in accordance with thei r under ly ing subs tance and appl icable 
account ing p ronouncements . F rom a revenue s t andpo in t , the p r i m a r y concern 
in tes t ing conveyances is to de t e rmine t h a t the c o m p a n y is immed ia t e ly 
recognizing or defe r r ing income, as a p p r o p r i a t e . Al though the account ing 
t r e a t m e n t s are complex, a u d i t procedures necessary to tes t conveyance t rans-
act ions are not pa r t i cu l a r ly unusua l a n d will not be discussed f u r t h e r here. 
The aud i to r should be a ler t for f u t u r e obligat ions t h a t o f ten a c c o m p a n y 
conveyance t r ansac t ions a n d t h a t m a y a f fec t the account ing t r e a t m e n t a n d 
the possible need for footnote disclosure. I t is i m p o r t a n t t h a t the aud i to r 
ob ta in an u n d e r s t a n d i n g of the economics of the t r ansac t ion to proper ly 
eva lua te the account ing t r e a t m e n t . 
5.65 Revenue Accumulation. Oil a n d gas produc ing companies should 
a c c u m u l a t e revenue a n d expense d a t a on a p rope r ty -by -p rope r ty basis. F inan-
cial d a t a on a deta i l p r o p e r t y basis are needed for several reasons, including 
compu ta t i on of the W P T net income l imi ta t ion , roya l ty p a y m e n t s , pe rcen tage 
deplet ion computa t ions , income tax obligations, a n d in te rna l decis ion-making 
concerning the economics of indiv idual proper t ies . Since the aud i to r is con-
cerned wi th this same d a t a for aud i t i ng purposes, tes ts to de t e rmine t h a t 
deta i l p rope r ty d a t a are proper ly a c c u m u l a t e d should be considered. T h e 
aud i to r m a y then be able to rely on th is f inancia l d a t a in o ther re la ted aud i t 
areas . 
5.66 Take-or-Pay Contracts. Somet imes gas producers and purchase r s 
execute ag reemen t s whereby a purchase r agrees to t a k e or p a y for a m i n i m u m 
q u a n t i t y of gas per year . Usual ly , a n y a m o u n t pa id in excess of the price of gas 
t aken is recoverable f rom f u t u r e purchases in excess of m i n i m u m quan t i t i e s . If 
t he purchaser is not allowed to m a k e u p deficiencies, it is a p p r o p r i a t e for t he 
producer to record revenues to the ex ten t of the m i n i m u m con t r ac t ed quan -
t i ty , assuming p a y m e n t has been received or is reasonably assured. If deficien-
cies can be m a d e up, receipts in excess of ac tua l sales should be recorded as 
defer red revenues unt i l product ion is ac tua l ly t aken or the r ight to make u p 
deficiencies expires. T h e aud i to r should consider examining such con t rac t s to 
de te rmine the p ropr i e ty of t he account ing t r e a t m e n t a n d to iden t i fy possible 
contingencies. In addi t ion , these con t r ac t s m a y impose an obligat ion on the 
producer to furn i sh a m i n i m u m a m o u n t of p roduc t . To the extent such p roduc t 
cannot be produced f rom the p roper ty , the producer m a y have a con t ingen t 
l iabi l i ty to ob ta in the p roduc t f rom th i rd par t ies . T h e aud i to r should eva lua te 
such cont ingencies for possible losses or disclosure. 
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Other Audit Considerations 
5.67 O ther considerat ions t h a t the aud i to r should address in aud i t i ng oil 
and gas companies include nonopera tors , joint ven tu re s and pa r tne r sh ips , and 
reserve q u a n t i t y and va lue disclosures. 
5.68 Nonoperators. A c o m p a n y with direct i nves tmen t s in oil and gas 
producing ac t iv i t ies should m a i n t a i n its own in te rna l control s t r u c t u r e policies 
and procedures and accoun tab i l i t y for nonopera tors ' proper t ies . However , in 
some instances, pa r t i cu la r ly when the nonopera tor is a passive investor wi th 
l i t t le or no indus t ry experience, the c o m p a n y m a y not have the personnel or 
procedures to provide a d e q u a t e controls over costs and revenues re la ted to 
nonopera ted propert ies . In these instances, it m a y be necessary for the aud i to r 
to extend the aud i t tes ts to achieve the necessary level of assurance wi th 
respect to the recorded amoun t s . 
5.69 T h e audi tor m a y , in ra re instances, encounter s i tua t ions in which the 
nonopera tor does not have suff ic ient documen ta t i on to establ ish the reasona-
bleness of recorded a m o u n t s wi th respect to oil and gas producing act ivi t ies . 
Normal ly , suff ic ient documen ta t i on can be reques ted f rom the opera tor to 
provide the suppor t for t he recorded a m o u n t s or to enable the necessary 
a d j u s t m e n t s to be made . As an a l t e rna t ive , it m a y be more eff ic ient for t he 
audi tor to visit the opera tor and examine di rec t ly the account ing records 
re la ted to the specific proper t ies . E x a m p l e s of some of the a u d i t procedures 
t h a t can be per fo rmed th rough reques t ing addi t iona l documen ta t i on or visit-
ing the opera tors ' office a r e — 
• E x a m i n i n g t h i r d - p a r t y charges to suppor t J I B s or revenue dis t r ibu-
tions to the nonopera tor . 
• E x a m i n i n g land d e p a r t m e n t records to ensure t imely p a y m e n t s of 
delay ren ta l s a n d t imely receipt of t i t le opinions and cura t ives . 
• Reviewing ope ra t ing ag reemen t s to ensure t h a t overhead a n d simi-
lar charges are in compl iance wi th those documents . 
• Reviewing division orders a n d compar ing wi th opera tors ' disburse-
m e n t s of revenues to the var ious in teres t owners to de t e rmine t h a t 
revenues f rom product ion have been proper ly al located a n d remi t -
ted to the roya l ty and working in teres t owners. 
5.70 Joint Ventures. The un incorpora ted joint v e n t u r e is the most preva-
lent t ype of joint in teres t a r r a n g e m e n t used by companies to share the risk of 
exploring for and developing oil and gas proper t ies . An i n t e rp r e t a t i on of A P B 
Opinion No. 18, The Equity Method of Accounting for Investments in Com-
mon Stock, s t a tes t h a t pro r a t a consolidation of the assets, l iabilit ies, revenues, 
a n d expenses of un incorpora ted joint ven tu re s is o f ten used where it is 
es tabl ished indus t ry prac t ice , as is the case in the oil and gas indus t ry . T h e 
audi tor should review and u n d e r s t a n d the s t ruc tu re of un incorpora ted joint 
ven tu re s to de te rmine if the c o m p a n y accounts for its i nves tmen t in such joint 
ven tu res proper ly . 
5.71 Reserve Quantity and Value Disclosures. Publ ic companies wi th oil 
a n d gas producing ac t iv i t ies are requi red by the SEC and the FASB to presen t 
cer ta in s u p p l e m e n t a r y reserve q u a n t i t y and reserve va lue in fo rmat ion outside 
of the basic f inancia l s t a t emen t s . Al though this s u p p l e m e n t a r y in fo rmat ion is 
not required to be aud i t ed , it is requi red to be disclosed by FASB S t a t e m e n t 
No. 69, Disclosures About Oil and Gas Producing Activities. The contents of 
the s u p p l e m e n t a r y reserve q u a n t i t y a n d reserve va lue disclosure in fo rmat ion 
are def ined in FASB S t a t e m e n t No. 69. T h e aud i to r is requi red by SAS No. 52, 
Omnibus Statement on Auditing Standards—1987, " R e q u i r e d S u p p l e m e n t a r y 
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I n f o r m a t i o n , " a n d Audi t ing I n t e r p r e t a t i o n No. 1 of SAS No. 52, "Supp lemen-
t a r y Oil a n d Gas Reserve I n f o r m a t i o n , " a t AU section 9558 .01—.06 to 
pe r fo rm cer ta in procedures wi th respect to the reserve in format ion . 
5.72 T h e aud i to r ' s object ives in app ly ing procedures to the supplemen-
t a r y disclosures are threefold: 
1. To de t e rmine t h a t the s u p p l e m e n t a r y in fo rmat ion p r epa red by the 
c o m p a n y is in c o n f o r m i t y w i t h p r e s c r i b e d gu ide l ines a n d is 
presented in a m a n n e r consis tent wi th prior year p resen ta t ions 
2. To de t e rmine t h a t reserve q u a n t i t y e s t ima tes are p r epa red by 
persons wi th a p p r o p r i a t e qual i f ica t ions 
3. To de t e rmine t h a t the reserve in fo rmat ion is consis tent wi th the 
in fo rmat ion in the under ly ing f inancia l s t a t e m e n t s 
5.73 To mee t these objectives, the aud i to r should a p p l y the procedures 
specified in SAS No. 52 a n d the i n t e rp r e t a t i on ci ted above. Pe r fo rming those 
l imited procedures, along wi th a n y add i t iona l procedures the aud i to r considers 
necessary, should give the aud i to r an a d e q u a t e basis in de t e rmin ing whe the r 
the reserve q u a n t i t y and reserve va lue in fo rmat ion is p resen ted in accordance 
wi th prescr ibed guidelines. However , an add i t iona l considerat ion m a y be 
app rop r i a t e . I n d e p e n d e n t reservoir engineers o f ten use and rely on informa-
tion, wi thou t corroborat ion, provided by the c o m p a n y in fo rmu la t i ng thei r 
reserve q u a n t i t y in format ion . This in fo rmat ion includes listings of t he com-
p a n y ' s proper t ies , the c o m p a n y ' s ownership in teres t in the proper t ies , produc-
tion d a t a , prices, and so on. T h e aud i to r should consider a p p r o p r i a t e tes ts to 
de te rmine if the in fo rmat ion provided to the reservoir engineer is complete . 
T h e aud i to r need not refer to the s u p p l e m e n t a r y in fo rmat ion in the aud i to r ' s 
repor t because the s u p p l e m e n t a r y in fo rmat ion is u n a u d i t e d . However , the 
following deficiencies requi re the aud i to r to expand the aud i to r ' s repor t : 
• S u p p l e m e n t a r y in fo rmat ion is omi t t ed . 
• S u p p l e m e n t a r y in fo rmat ion d e p a r t s ma te r i a l l y f rom general ly ac-
cep ted account ing principles. 
• T h e aud i to r is unab le to comple te the prescr ibed procedures because 
of the unava i l ab i l i t y of necessary in format ion . 
5.74 T h e aud i to r eva lua tes the reasonableness of the s u p p l e m e n t a r y 
in format ion based on the pe r fo rmance of the l imited procedures a n d deter -
mines whe ther an a p p r o p r i a t e expansion of the repor t is needed. 
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Supplemental Information 
The following f inanc ia l s t a t e m e n t s i l lus t ra te oil a n d gas disclosures a n d high-
light f inanc ia l repor t ing di f ferences be tween the successful ef for ts a n d the full 
cost methods of account ing . These s t a t e m e n t s do not represent a typ ica l set of 
f inancia l s t a t e m e n t s — n o r are t hey necessari ly comple te because more or less 
deta i l in the f inancia l s t a t e m e n t s or in the notes m a y be a p p r o p r i a t e , depend-
ing on the c i rcumstances . Footnote references are included to fac i l i t a te the 
locating of descr ip t ive disclosures. Blanks in the f inanc ia l s t a t e m e n t s indica te 
capt ions t h a t are not app l icab le to the account ing me thod indica ted . The re is 
no in tended correlat ion be tween the a m o u n t s in the successful e f for ts f inancia l 
s t a t e m e n t s a n d the a m o u n t s in the full cost f inancia l s t a t emen t s . T h e f inanc ia l 
s t a t e m e n t s include ce r ta in disclosures t h a t are requi red only for publ ic compa-
nies. T h e notes to the f inanc ia l s t a t e m e n t s are r ep resen ta t ive of the basic t y p e 
of disclosure for an e n t i t y wi th oil a n d gas produc ing act ivi t ies . Addi t ional 
disclosures, such as in fo rmat ion concerning r e l a t ed -pa r ty t ransac t ions , subse-
q u e n t events , pension plans, pos t r e t i r emen t benef i t s other t h a n pensions, 
pos t employmen t benef i t s , lease commi tmen t s , account ing changes, off-bal-
ance-sheet risks, concent ra t ions of credi t risk, the fa i r va lue of f inanc ia l 
in s t rument s , a n d other m a t t e r s not un ique to ent i t ies wi th oil and gas 
producing ac t iv i t ies m a y be required by general ly accep ted account ing princi-
ples. 
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Exhibit A 
XYZ OIL COMPANY 
C o n s o l i d a t e d B a l a n c e S h e e t 
D e c e m b e r 31, 1 9 X 2 
Successful Full 
Assets Efforts Cost 
Current assets 
Cash $ 1,200 $ 1,200 
Receivables 
Trade 3,000 3,000 
Affiliated partnerships 1,500 1,500 
Materials and supplies 500 (a) 500 (a) 
Oil and gas leases held for resale 800 ( b ) 
Total current assets 7,000 6,200 
Oil and gas properties, using successful efforts / ful l cost 
accounting (Notes 4, 5, and 6) 
Proved properties 9,500 
Unproved properties 6,000 
Wells and related equipment and facilities 4,000 
Support equipment and facilities 1,000 
Drilling in progress 4,000 
Materials and supplies 500 ( a ) 
Properties being amortized 40,800 
Properties not subject to amortization 9,500 
25,000 50,300 
Less accumulated depreciation, depletion, amortization, and 
impairment 4,800 10,700 
Net oil and gas properties 20,200 39,600 
Other assets 
Other property and equipment, less accumulated deprecia-
tion of $300 700 700 
Oil and gas leases held for resale 1,500 (b ) 
Other 600 600 
Total other assets 2,800 1,300 
$30,000 $47,100 
(a) Tubular goods inventories, as well as inventories of other oil field materials and supplies, 
may be classified as current assets or as oil and gas properties, depending on the intended use of 
the material. 
(b) Oil and gas leases held for resale may be classified as current assets or as noncurrent assets. 
The criteria for classification of these leases are the same as for any other asset (for example, 
whether the leases will be sold for cash or contributed as an investment in an oil and gas limited 
partnership). 
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Liabilities and Shareholders' Equity 
Current liabilities 
Current portion of long-term debt (Note 6) 
Accounts payable 
Trade 
Revenue distribution 
Drilling advances (Note 7) 
Accrued expenses 
Income taxes payable 
Total current liabilities 
Long-term debt (Note 6) 
Deferred income taxes (Note 8)* 
Deferred credit (Note 4) 
Commitments and contingencies (Note 9) 
Shareholders' equity 
Common stock, par value $1 per share; 10,000 shares 
authorized; 1,000 shares outstanding 
Additional paid-in capital 
Retained earnings 
Total shareholders' equity 
See notes to consolidated financial statements. 
Successful 
Efforts 
$ 700 
3,850 
800 
900 
600 
250 
7,100 
7,700 
2,500 
1,400 
Full 
Cost 
$ 700 
3,850 
800 
900 
600 
250 
7,100 
7,700 
6,500 
1,000 1,000 
2,000 2,000 
8,300 22,800 
11,300 25,800 
$30,000 $47,100 
* See FASB Statement No. 109, Accounting for Income Taxes, for current accounting and 
disclosure requirements. 
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Exhibit B 
XYZ OIL COMPANY 
Consol idated S t a t e m e n t of I ncome 
Y e a r E n d e d D e c e m b e r 31, 19X2 
Successful 
Efforts 
Full 
Cost 
Revenues 
Oil and gas sales 
Management fees, net of related expenses of $200 
Sale of oil and gas leases(c) 
Gain on sale of oil and gas properties (Note 4) 
Other 
$14,000 
100 
1,000 
2,000 
400 
$14,000 
400 
Total revenues 17,500 14,400 
Expenses 
Lease operating 
Production and windfall profit tax 
Exploration 
Depreciation, depletion, and amortization (d) 
Cost of oil and gas leases sold(c) 
Interest 
General and administrative (Note 2) 
1,000 
1,000 
5,000 
1,500 
600 
1,500 
1,900 
1,000 
1,000 
2,500 
1,700 
1,900 
Total expenses 12,500 8,100 
Income before provision for income taxes 5,000 6,300 
Provision for income taxes (Note 8)* 
Current 
Deferred 
1,300 
450 
1,300 
1,050 
Total income taxes 1,750 2,350 
Net income $ 3,250 $ 3,950 
See notes to consolidated financial statements. 
(c) Some companies report the gain or loss from sales of oil and gas leases held for resale rather 
than the sales price and related cost. 
(d) If a write-down of oil and gas properties was recorded as a result of impairment or a 
capitalized cost ceiling limitation, the write-down may be reported as a separate expense item or 
included with depreciation, depletion, and amortization expense and separately disclosed. 
* See FASB Statement No. 109, Accounting for Income Taxes, for current reporting and 
disclosure requirements. 
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Exhibit C 
XYZ OIL COMPANY 
C o n s o l i d a t e d S t a t e m e n t of C h a n g e s in F i n a n c i a l P o s i t i o n * 
Y e a r E n d e d D e c e m b e r 31, 1 9 X 2 
Successful Full 
Efforts Cost 
Cash from operations 
Net income $ 3,250 $ 3,950 
Expenses (income) not requiring (providing) cash 
Depreciation, depletion, and amortization 1,500 2,500 
Gain on sale of oil and gas properties (2,000) 
Deferred income taxes 450 1,050 
Increase in receivables (1,500) (1,500) 
Decrease in materials and supplies 150 150 
Increase in oil and gas leases held for resale (200) 
Increase in current portion of long-term debt 200 200 
Increase in accounts payable 1,250 1,250 
Increase in drilling advances 200 200 
Increase in accrued expenses 150 150 
Increase in income taxes payable 150 150 
Cash from operations 3,600 8,100 
Cash from financing activities 
Additions to long-term debt 4,300 4,300 
Reduction of long-term debt (4,000) (4,000) 
Cash from financing activities 300 300 
Cash used for investing activities 
Capital expenditures for property and equipment 8,600 14,600 
Purchase of oil and gas leases held for resale 500 
Proceeds from sale of oil and gas properties (5,600) (6,600) 
Cash used 3,500 8,000 
Increase in cash $ 400 $ 400 
See notes to consolidated financial statements. 
* [Note—FASB No. 95, Statement of Cash Flows, as amended supersedes APB Opinion No. 
19, Reporting Changes in Financial Position, and requires a statement of cash flows as part of a 
full set of financial statements for all business enterprises in place of a statement of changes in 
financial position. An illustrative statement of cash flows will be added to the guide in future 
editions.] 
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Exhibit D 
XYZ OIL COMPANY 
N o t e s t o C o n s o l i d a t e d F i n a n c i a l S t a t e m e n t s 
Y e a r E n d e d D e c e m b e r 31, 1 9 X 2 
1 — S u m m a r y of Significant Accounting Policies 
Principles of consolidation 
T h e consolidated f inanc ia l s t a t e m e n t s include the accounts of X Y Z Oil 
C o m p a n y , i ts wholly owned subsidiaries, and its p ropor t iona te share of t he 
assets, l iabilit ies, revenues, a n d expenses of all a f f i l i a ted oil and gas pa r tne r -
ships for which the C o m p a n y is the general pa r tne r . ( e ) All s igni f icant in-
t e r c o m p a n y accounts and t r ansac t ions have been e l imina ted in consolidation. 
Materials and supplies 
Inventor ies , consist ing p r imar i ly of t u b u l a r goods a n d oil field ma te r i a l s 
and supplies, a re s t a t ed a t the lower of cost or m a r k e t , cost being de t e rmined 
by the average cost method . 
Oil and gas properties 
(successful ef for ts) 
T h e C o m p a n y uses the successful e f for t s me thod of account ing for oil a n d 
gas producing act ivi t ies . Costs to acqui re minera l in teres ts in oil a n d gas 
propert ies , to drill and equ ip explora tory wells t h a t f ind proved reserves, a n d 
to drill a n d equ ip deve lopment wells are capi ta l ized . Costs to drill explora tory 
wells t h a t do not f ind proved reserves, geological a n d geophysical costs, a n d 
costs of ca r ry ing and re ta in ing unproved proper t ies are expensed. 
Unproved oil a n d gas proper t ies t h a t are indiv idual ly s igni f icant are 
periodical ly assessed for i m p a i r m e n t of value, a n d a loss is recognized a t the 
t ime of i m p a i r m e n t by provid ing an i m p a i r m e n t al lowance. Other unproved 
proper t ies are amor t i zed based on the C o m p a n y ' s experience of successful 
dril l ing a n d ave rage holding period. Cap i ta l i zed costs of producing oil and gas 
proper t ies , a f t e r considering e s t ima ted d i s m a n t l e m e n t a n d a b a n d o n m e n t costs 
and e s t ima ted salvage values, a re deprec ia ted a n d deple ted by the unit-of-
product ion m e t h o d . ( f ) Suppor t e q u i p m e n t and other p r o p e r t y a n d e q u i p m e n t 
a re deprec ia ted over thei r e s t ima ted useful lives. 
On the sale or r e t i r e m e n t of a comple te un i t of a proved p rope r ty , the cost 
and re la ted a c c u m u l a t e d deprec ia t ion , deple t ion, a n d amor t i za t ion are elimi-
na t ed f rom the p r o p e r t y accounts , a n d the r e su l t an t gain or loss is recognized. 
On the r e t i r emen t or sale of a pa r t i a l un i t of proved p roper ty , the cost is 
charged to a c c u m u l a t e d deprec ia t ion , deplet ion, and amor t i za t ion wi th a 
resul t ing gain or loss recognized in income. 
On the sale of an en t i re in teres t in an unproved p rope r ty for cash or cash 
equiva len t , gain or loss on the sale is recognized, t ak ing into considerat ion the 
a m o u n t of a n y recorded i m p a i r m e n t if the p r o p e r t y had been assessed individ-
(e) It is also acceptable to account for investments in oil and gas partnerships using the equity 
method of accounting. 
(f) Some companies record the additional depreciation, depletion, and amortization (DD&A) 
allowance (resulting from inclusion of these estimated costs in the DD&A calculation) as an 
accrued liability on the balance sheet, rather than as an increase in accumulated DD&A. 
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ually. If a pa r t i a l in teres t in an unproved p r o p e r t y is sold, the a m o u n t 
received is t r e a t e d as a reduct ion of t he cost of the in teres t re ta ined . 
(ful l cost) 
T h e C o m p a n y follows the full cost me thod of account ing for oil and gas 
propert ies . Accordingly, all costs associated with acquis i t ion, explorat ion, a n d 
deve lopment of oil and gas reserves, including di rec t ly re la ted overhead costs, 
a re capi ta l ized . 
All capi ta l ized costs of oil a n d gas proper t ies , (g) including the e s t ima ted 
f u t u r e costs to develop proved reserves, a re amor t i zed on the uni t-of-produc-
tion method using es t ima tes of proved reserves. (h) I n v e s t m e n t s in unproved 
proper t ies a n d ma jo r deve lopment projects are not amor t i zed unt i l proved 
reserves associated wi th the projects can be de t e rmined or unt i l i m p a i r m e n t 
occurs. ( i ) If the results of an assessment indica te t h a t the proper t ies are 
impai red , the a m o u n t of the i m p a i r m e n t is added to the capi ta l ized costs to be 
amor t i zed . 
I n addi t ion , the cap i ta l ized costs are subject to a "ceil ing t e s t , " which 
basical ly l imits such costs to the aggrega te of the " e s t i m a t e d presen t va lue , " 
discounted a t a 10-percent in teres t r a t e of f u t u r e ne t revenues f rom proved 
reserves, based on cu r r en t economic a n d opera t ing condit ions, plus the lower of 
cost or fa i r m a r k e t va lue of unproved propert ies . 
Sales of proved a n d unproved proper t ies are accounted for as a d j u s t m e n t s 
of capi ta l ized costs wi th no gain or loss recognized, unless such a d j u s t m e n t s 
would s igni f icant ly a l te r the re la t ionship be tween cap i ta l ized costs a n d proved 
reserves of oil and gas, in which case the gain or loss is recognized in income. 
A b a n d o n m e n t s of proper t ies are accoun ted for as a d j u s t m e n t s of cap i ta l ized 
costs wi th no loss recognized. 
Oil and gas leases held for resale 
(successful ef for ts) 
T h e C o m p a n y has acqu i red cer ta in oil a n d gas leases for t he purpose of 
con t r ibu t ing the leases to a f f i l i a ted oil a n d gas pa r tne r sh ip s or for the purpose 
of selling the leases to indus t ry p a r t n e r s for cash considerat ion. Such leases 
held for resale are periodical ly reviewed to de t e rmine if they have been 
impai red . If i m p a i r m e n t exists, a loss is recognized by providing an impai r -
m e n t al lowance. A b a n d o n m e n t s of oil a n d gas leases held for resale a re charged 
to expense. W i t h respect to leases t r ans fe r r ed to a f f i l i a ted oil and gas pa r tne r -
ships, the de t e rmina t i on of recovery of to ta l costs is m a d e on a pa r tne r sh ip -by-
p a r t n e r s h i p basis. 
Capitalized interest 
(successful ef for ts) 
T h e C o m p a n y capi ta l izes in teres t ($800 in 19X2) on expend i tu res for 
s ignif icant explorat ion and deve lopment projects while ac t iv i t ies are in pro-
gress to b r ing the assets to thei r in tended use. 
(full cost) 
(8) In some cases it may be more appropriate to depreciate natural gas cycling and processing 
plants by the unit-of-production method; therefore, the costs of such plants may be included in the 
full cost pool. 
(h) It is also acceptable, if economic circumstances (related to the effects of regulated prices) 
indicate, to use units of revenue as a basis for computing amortization. 
(i) Prior to 1983 and the adoption of SEC Release FR-14, section 406.01.c.i., only unusually 
significant investments in unproved properties and major development projects were eligible for 
exclusion from amortization. 
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The C o m p a n y capi ta l izes in teres t ($600 in 19X2) on expendi tu res m a d e 
in connect ion wi th explorat ion and deve lopment projects t h a t are not subject 
to cu r r en t amor t i za t ion . I n t e r e s t is cap i ta l ized only for t he period t h a t 
ac t iv i t ies are in progress to br ing these projects to thei r in tended use. 
Management fees 
(successful effor ts) 
In connect ion wi th the sponsorship of oil and gas pa r tne r sh ips , the 
C o m p a n y receives a m a n a g e m e n t fee of 3 percen t f rom p a r t n e r s h i p subscrip-
tions, which is credi ted to income as earned. 
(ful l cost) 
In connect ion wi th the sponsorship of oil and gas pa r tne r sh ips , the 
C o m p a n y receives a m a n a g e m e n t fee of 3 pe rcen t f rom p a r t n e r s h i p subscrip-
tions. Any excess of th is m a n a g e m e n t fee over the re la ted costs of regis t ra t ion 
a n d sale of the p a r t n e r s h i p in teres ts is c redi ted to oil and gas proper t ies as a 
componen t of the full cost pool. 
Income taxes 
T h e C o m p a n y files a consolidated federal income tax r e tu rn . Defe r red 
income taxes are provided for s igni f icant t e m p o r a r y di f ferences in recognit ion 
of revenues a n d expenses for f inanc ia l repor t ing a n d income t ax repor t ing 
purposes. I n v e s t m e n t t ax credi ts are recorded under the f low-through me thod 
as a reduct ion of the provision for income taxes in the year the re la ted assets 
are placed in service. 
2—Affi l iated Oil and Ga s Partnerships 
T h e C o m p a n y general ly acquires , explores, and opera tes oil and gas 
proper t ies for its own account ; however, since 19X0 the C o m p a n y has spon-
sored the fo rmat ion of l imi ted pa r tne r sh ips for the purpose of conduct ing oil 
a n d gas explorat ion, deve lopment , and product ion ac t iv i t ies on ce r ta in oil a n d 
gas propert ies . T h e C o m p a n y serves as general p a r t n e r for these pa r tne r sh ips 
and , as such, has full a n d exclusive discret ion in the m a n a g e m e n t a n d control 
of the pa r tne r sh ips . T h e p a r t n e r s h i p ag reemen t s general ly provide t h a t the 
l imited p a r t n e r s p a y 9 9 percen t of the cost of acqu i r ing and opera t ing the 
p a r t n e r s h i p proper t ies , and of drill ing, equipping , complet ing, a n d opera t ing 
the p a r t n e r s h i p proper t ies while the C o m p a n y pays the r ema in ing 1 percen t of 
such costs. Revenues f rom p a r t n e r s h i p oil a n d gas proper t ies are al located 9 9 
percent to the l imited p a r t n e r s and 1 pe rcen t to the C o m p a n y , un t i l such t ime 
as the l imited p a r t n e r s have recovered thei r i nves tmen t in the pa r tne r sh ip . 
The rea f t e r , p a r t n e r s h i p revenues are al located 85 percen t to the l imited 
p a r t n e r s a n d 15 pe rcen t to the C o m p a n y . 
The C o m p a n y is per iodical ly re imbursed by the pa r tne r sh ip s for cer ta in 
overhead costs incurred on the i r behalf . I n 19X2 these r e imbur semen t s to-
tal led $750 a n d are ref lec ted as a reduct ion in general and a d m i n i s t r a t i v e 
expense in the a c c o m p a n y i n g consolidated f inanc ia l s t a t emen t s . (j) 
3—Related Party Transactions 
The C h a i r m a n of the Board of Di rec tors of the C o m p a n y owns a 25-per-
cent in teres t in a dril l ing con t rac to r and a 10-percent in teres t in an oil field 
tool-rental c o m p a n y t h a t provide services to the C o m p a n y . Before engaging 
these companies to pe r fo rm services, t he C o m p a n y ob ta ins compe t i t ive bids 
(j) It is acceptable to record these reimbursements as revenues. 
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f rom independen t companies offer ing similar services. D u r i n g 19X2 the Com-
p a n y or its a f f i l i a ted oil a n d gas pa r tne r sh ips pa id $1,000 and $150 to each 
company , respect ively, for services pe r fo rmed . 
D u r i n g 19X2 the C o m p a n y purchased oil and gas leases f rom the presi-
den t of the C o m p a n y for an aggrega te purchase price of $100. T h e prices pa id 
for the leases represented m a r k e t prices for similar leases in the areas . 
4 — S a l e of Interests in Oil and Ga s Properties 
(successful effor ts) 
I n 19X2, the C o m p a n y comple ted the sale of the following oil and gas 
propert ies , which were not carr ied as oil a n d gas leases held for resale. 
In F e b r u a r y 19X2, the C o m p a n y sold its en t i re in teres t in the ABC field, 
a proved proper ty , for $3,000. T h e C o m p a n y recorded a gain f rom this 
t r ansac t ion of $2,000. 
I n J u l y 19X2, the C o m p a n y sold a pa r t i a l in teres t in the D E F prospect , a 
block of unproved acreage, for $1,600. T h e C o m p a n y ' s cost in the prospect 
total led $200; however, since the C o m p a n y an t i c ipa t e s incur r ing over $2 ,000 
in explorat ion a n d deve lopment costs re la t ing to the in teres t r e t a ined in the 
prospect , the C o m p a n y has recorded a defer red credi t of $1,400. As explora-
tion a n d deve lopment costs are incurred on th is prospect , t hey will be charged 
aga ins t the defer red credi t . 
I n December 19X2, the C o m p a n y sold a pa r t i a l in teres t in the G H I 
prospect , a block of unproved acreage, for $1,000. T h e ne t book va lue of these 
proper t ies to ta l led $1,500 a t the t i m e of the sale; consequent ly , the en t i re sales 
proceeds have been recorded as a reduct ion of t he C o m p a n y ' s cost of t he 
proper t ies in the G H I area . 
(ful l cost) 
In 19X2, the C o m p a n y comple ted the sale of t he following oil a n d gas 
propert ies . 
I n F e b r u a r y 19X2, the C o m p a n y sold its en t i re in teres t in the ABC field, 
a proved p roper ty , for $3,000. Since the sale of this p rope r ty did not signifi-
can t ly a l te r t he re la t ionship be tween cap i ta l ized costs a n d oil a n d gas reserves, 
the en t i re proceeds were credi ted to the full cost pool. 
I n Ju ly 19X2, the C o m p a n y sold a pa r t i a l in teres t in the D E F prospect , 
an unproved p roper ty , for $1,600, which was credi ted to the ful l cost pool. 
I n December 19X2, the C o m p a n y sold a pa r t i a l in teres t in the G H I 
prospect , an unproved p roper ty , for $1,000, which was credi ted to the full cost 
pool. 
D u r i n g 19X2, the C o m p a n y sold several unproved leases for $1,000, 
which was credi ted to the ful l cost pool. 
5 — O i l and Gas Properties Not Subject to Amortization 
(full cost) 
T h e C o m p a n y is cu r ren t ly p a r t i c i p a t i n g in oil a n d gas explorat ion a n d 
deve lopment ac t iv i t ies on an offshore block of acreage in the Gulf of Mexico. 
At D e c e m b e r 31, 19X2, a d e t e r m i n a t i o n cannot be m a d e abou t the ex ten t of 
addi t iona l oil reserves t h a t should be classified as proved reserves as a result of 
this project . Consequent ly , t he associated p rope r ty costs and explorat ion costs 
have been excluded in compu t ing amor t i za t ion of the ful l cost pool. T h e 
C o m p a n y will begin to amor t i ze these costs when the project is eva lua ted , 
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which is cu r ren t ly e s t ima ted to be 19X4. I n addi t ion , the cost of ce r ta in oil 
a n d gas leases which the C o m p a n y has acqui red for the purpose of con t r ibu t -
ing to a f f i l i a ted oil a n d gas pa r tne r sh ips or of selling to th i rd pa r t i e s has been 
excluded in compu t ing amor t i za t ion of t he full cost pool. 
Costs excluded f rom amor t i za t ion consist of the following a t December 
31, 19X2. 
Year Acquisition Exploration Development Capitalized 
Incurred Costs Costs Costs Interest Total 
19X1 $2,600 $ 500 $400 $200 $3,700 
19X2 1,500 3,200 500 600 5,800 
Total $4,100 $3,700 $900 $800 $9,500 
6—Long-Term Debt 
At December 31, 19X2, long-term deb t and product ion p a y m e n t s consist 
of the following i tems. 
Revolving credit agreement $7,200 
Production payment 1,200 
8,400 
Less amounts due in one year 700 
Long-term debt $7,700 
In 19X2, the C o m p a n y renegot ia ted its $25,000 revolving credi t agree-
m e n t wi th a g roup of banks . Indeb tedness under the ag reemen t bears in teres t 
a t 5 percen t above a b a n k ' s p r ime lending r a t e (12 pe rcen t a t December 31, 
19X2) a n d is r epayab le in q u a r t e r l y ins ta l lments of $350, beginning Septem-
ber 30, 19X3. This line of credi t is secured by ce r t a in producing oil and gas 
proper t ies located in Texas and N e w Mexico. At December 31, 19X2, the 
unused ava i lab le line of credi t was $17,800. 
In N o v e m b e r 19X2, the C o m p a n y received a product ion p a y m e n t of 
$1,200 re la t ing to cer ta in oil a n d gas proper t ies in U t a h t h a t are p resen t ly 
shut in. T h e C o m p a n y is obl igated to r e p a y this a d v a n c e plus in teres t a t the 
ra te of 15 percen t per a n n u m f rom 8 0 pe rcen t of t he revenues received 
through oil and gas product ion f rom these proper t ies . 
The C o m p a n y ' s aggrega te long-term d e b t a n d product ion p a y m e n t s are 
e s t ima ted to be r epayab le annua l l y in the following schedule. 
19X3 $1,200 (k) 
19X4 1,800 
19X5 1,700 
19X6 1,600 
19X7 1,400 
Thereafter 700 
7—Drill ing Advances 
D u r i n g 19X2 the C o m p a n y received dri l l ing advances f rom joint in teres t 
owners wi th a r ema in ing ba lance of $900 a t December 31, 19X2. These 
advances will be appl ied toward the p a y m e n t of dri l l ing costs to be incurred in 
19X3. 
(k) For guidance on the balance sheet classification of maturities of nonrecourse production 
payments, see ARB No. 43, chapter 3A, Current Assets and Current Liabilities, paragraph 8. 
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8—Income Taxes 
N O T E : S e e F A S B S t a t e m e n t N o . 109, Accounting for Income 
Taxes, for d i s c l o s u r e r e q u i r e m e n t s t h a t are e f f e c t i v e for f i s ca l 
y e a r s b e g i n n i n g a f t e r D e c e m b e r 15, 1992. 
Defe r red federa l income tax provisions result f rom t iming di f ferences in 
the recognit ion of revenue a n d expense for t ax a n d f inanc ia l repor t ing pur-
poses. The sources of these di f ferences a n d the t ax ef fec t of each for t he yea r 
ended December 31, 19X2, are ca lcu la ted in the following m a n n e r . 
Successful Full 
Efforts Cost 
Exploration and development costs capitalized for financial 
purposes, expensed for tax purposes 
Exploration costs capitalized for tax purposes, expensed for 
financial purposes 
Interest capitalized for financial purposes, expensed for tax 
purposes 
Gain recognized on sales of oil and gas properties for tax 
purposes, not reported as a gain for financial purposes 
Excess amortization of oil and gas properties for financial 
purposes over tax purposes 
$ 1,750 $ 3,250 
(300) 
400 300 
(700) (1,350) 
(700) (1,150) 
$ 450 $ 1,050 
T h e provision for income taxes d i f fers f rom the federa l s t a t u t o r y t ax r a t e 
(46 percen t ) because of the following. 
Successful Full 
Efforts Cost 
Amount % Amount % 
Provision based on the statutory rate $2,300 46% $2,900 46% 
Capital gains rates for sale of interest in 
properties (500) (10) (500) (8) 
Excess statutory depletion (200) (4) (200) (3) 
Investment tax credits (400) (8) (400) (6) 
Minimum tax on tax preference depletion 
and capital gains 300 6 300 5 
State income tax 150 3 150 2 
Others, net 100 2 100 1 
Provision for income taxes $1,750 35% $2,350 37% 
9—Commitments and Contingencies 
As general p a r t n e r in ce r ta in oil and gas l imited pa r tne r sh ips , the 
C o m p a n y is cont ingent ly liable for the r e p a y m e n t of loans m a d e to the 
par tnersh ips . At D e c e m b e r 31, 19X2, the o u t s t a n d i n g ba lance of these loans, 
which are secured by the pa r tne r sh ips ' oil a n d gas proper t ies , is $5,000. T h e 
C o m p a n y believes t h a t t he pa r tne r sh ips ' assets will be suff ic ient to sa t i s fy 
these obligat ions wi thou t loss to the C o m p a n y . 
T h e C o m p a n y is commi t t ed to purchase u p to $1,000 in l imi ted pa r tne r -
ship in teres ts of a ce r ta in oil and gas l imited pa r tne r sh ip , if t endered by the 
(l) If the Company has any unusually significant commitments for exploration and develop-
ment costs, those commitments should be disclosed in the footnotes. 
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l imi ted pa r tne r s . D u r i n g 19X2 no such in teres ts were t ende red a n d no 
purchases were made . 
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Exhibit E 
XYZ OIL COMPANY 
S u p p l e m e n t a l I n f o r m a t i o n ( U n a u d i t e d ) ( m ) 
Y e a r E n d e d D e c e m b e r 31, 1 9 X 2 
Successful 
Efforts 
Full 
Cost 
Capitalized Costs Relating to Oil and Gas Producing Activities 
at December 31, 19X2 
Unproved oil and gas properties 
Proved oil and gas properties 
Support equipment and facilities 
Less accumulated depreciation, depletion, amortization, and 
impairment 
Net capitalized costs 
Costs Incurred in Oil and Gas Producing Activities for the 
Year Ended December 31, 19X2 (n) 
Property acquisition costs 
Proved 
Unproved 
Exploration costs 
Development costs 
Amortization rate per equivalent barrel of production 
Results of Operations for Oil and Gas Producing Activities for 
the Year Ended December 31, 19X2 (n) 
Oil and gas sales 
Gain on sale of oil and gas properties 
Gain on sale of oil and gas leases 
Production costs 
Exploration expenses 
Depreciation, depletion, and amortization 
Income tax expense 
Results of operations for oil and gas producing activities (ex-
cluding corporate overhead and financing costs) 
Reserve Information (n) 
T h e following es t ima tes of proved a n d proved developed reserve quan t i -
ties and re la ted s t anda rd i zed measure of d iscounted ne t cash flow are esti-
m a t e s only, and do not p u r p o r t to reflect real izable values or fa i r m a r k e t 
values of the C o m p a n y ' s reserves. T h e C o m p a n y emphas izes t h a t reserve 
es t imates are inheren t ly imprecise a n d t h a t e s t ima tes of new discoveries are 
(m) If XYZ Oil Company had an investment in an enterprise that was accounted for on the 
equity method, the Company's share of the investee's net capitalized costs, costs incurred, results 
of operations for producing activities, reserve quantities, and standardized measure of discounted 
future net cash flows would be required to be disclosed separately. 
(n) These disclosures are presented assuming that XYZ Oil Company has operations in only 
one reportable geographic area. If operations are conducted in two or more reportable geographic 
areas, this information would be required to be reported in total and by geographic area. 
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$10,000 $16,300 
14,000 33,000 
1,000 1,000 
25,000 50,300 
4,800 10,700 
$20,200 $39,600 
$ 600 $ 600 
1,500 3,700 
5,000 7,800 
1,500 2,500 
3.13 
$14,000 $14,000 
2,000 
400 
(2,000) (2,000) 
(5,000) 
(1,400) (2,400) 
8,000 9,600 
(2,880) (3,820) 
$ 5,120 $ 5,780 
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more imprecise t h a n those of p roduc ing oil and gas proper t ies . Accordingly, 
these e s t ima tes are expected to change as f u t u r e in fo rmat ion becomes avai la-
ble. All of the C o m p a n y ' s reserves a re located in the U n i t e d Sta tes . 
Proved reserves are e s t ima ted reserves of c rude oil ( including condensa te 
and n a t u r a l gas l iquids) a n d n a t u r a l gas t h a t geological and engineer ing d a t a 
d e m o n s t r a t e wi th reasonable c e r t a i n t y to be recoverable in f u t u r e yea rs f rom 
known reservoirs under existing economic a n d opera t ing condit ions. P roved 
developed reserves are those expected to be recovered th rough existing wells, 
equ ipmen t , a n d ope ra t ing methods . 
T h e s t anda rd i zed measure of d iscounted f u t u r e net cash flows is com-
p u t e d by app ly ing year -end prices of oil a n d gas (wi th considerat ion of price 
changes only to the ex ten t provided by con t r ac tua l a r r a n g e m e n t s ) to the 
e s t ima ted f u t u r e product ion of proved oil a n d gas reserves, less e s t ima ted 
f u t u r e expend i tu res (based on year -end costs) to be incur red in developing a n d 
producing the proved reserves, less e s t ima ted f u t u r e income tax expenses 
(based on year -end s t a t u t o r y t ax rates , wi th considerat ion of f u t u r e t ax ra tes 
a l ready legislated) to be incur red on p re t ax ne t cash flows less t ax basis of t he 
proper t ies a n d ava i lab le credits , and assuming con t inua t ion of exist ing eco-
nomic conditions. The e s t ima ted f u t u r e ne t cash flows are then d iscounted 
using a r a t e of 10 pe rcen t a year to ref lect the e s t ima ted t iming of the f u t u r e 
cash flows. 
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Oil Gas 
(Bbls) (Mcf) 
Proved developed and undeveloped reserves 
Beginning of year 
Revisions of previous estimates 
Improved recovery 
Purchases of minerals in place 
Extensions and discoveries 
Production 
Sales of minerals in place 
End of year 
Proved developed reserves 
Beginning of year 
End of year 
Standardized Measure of Discounted Future 
Net Cash Flows at December 31, 19X2 (o) 
Future cash inflows 
Future production costs 
Future development costs 
Future income tax expenses 
Future net cash flows 
10% annual discount for estimated timing of cash flows 
Standardized measure of discounted future net cash flows relating 
to proved oil and gas reserves 
5,000 
(100) 
100 
80 
2,500 
(325) 
(375) 
6,880 18,900 
20,000 
(2,000) 
2,300 
(1,400) 
4,500 
6,200 
13,000 
16,000 
$210,000 
(40,000) 
(10,000) 
(70,000) 
90,000 
(12,000) 
$ 78,000 
The following reconciles the change in the standardized measure of discounted future 
net cash flow during 19X2. 
Beginning of year $ 66,000 
Sales of oil and gas produced, net of production costs (12,000) 
Net changes in prices and production costs (3,000) 
Extensions, discoveries, and improved recovery, less related costs 29,000 
Development costs incurred during the year which were previ-
ously estimated 2,500 
Net change in estimated future development costs 2,000 
Revisions of previous quantity estimates (4,000) 
Net change from purchases and sales of minerals in place (5,500) 
Accretion of discount 7,000 
Net change in income taxes (3,000) 
Other (1,000) 
End of year $ 78,000 
(o) These disclosures are presented assuming that XYZ Oil Company has operations in only 
one reportable geographic area. If operations are conducted in two or more reportable geographic 
areas, this information would be required to be reported in total and by geographic area. 
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Appendix B 
Standards Pertaining to the Estimating 
and Auditing of Oil and Gas Reserve 
Information by the Society of Petroleum 
Engineers of AIME 
T h e s t a n d a r d s included in th is append ix re la t ing to aud i t i ng of oil a n d 
gas reserve in fo rmat ion are appl icab le to pe t ro leum engineers a n d not to 
cer t i f ied publ ic a c c o u n t a n t s pe r fo rming aud i t s in accordance with genera l ly 
accepted aud i t i ng s t anda rds . 
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Article I—The Basis and Purpose of Developing 
Standards Pertaining to the Estimating and Auditing 
of Reserve Information 1 
1.1 T h e N a t u r e a n d P u r p o s e of E s t i m a t i n g a n d A u d i t i n g R e s e r v e 
I n f o r m a t i o n . 2 E s t i m a t e s of Reserve I n f o r m a t i o n are m a d e by or for E n t i t i e s 
as a p a r t of the i r normal business pract ices . Such Reserve I n f o r m a t i o n typi -
cally m a y include, among other things, e s t imates of (i) t he proved reserves, (ii) 
the f u t u r e produc ing ra tes f rom such proved reserves, (iii) the f u t u r e ne t 
revenue f rom such proved reserves, a n d (iv) the present va lue of such f u t u r e 
net revenue. T h e exact t y p e a n d ex ten t of Reserve I n f o r m a t i o n m u s t necessar-
ily t ake into account the purpose for which such Reserve I n f o r m a t i o n is being 
p repa red and , correspondingly, s t a t u t o r y and regu la to ry provisions, if any , 
t h a t are appl icab le to such in tended use of t he Reserve I n f o r m a t i o n . 
1.2 E s t i m a t i n g a n d A u d i t i n g R e s e r v e I n f o r m a t i o n in A c c o r d a n c e W i t h 
G e n e r a l l y A c c e p t e d E n g i n e e r i n g a n d E v a l u a t i o n P r i n c i p l e s . T h e esti-
m a t i n g and aud i t i ng of Reserve I n f o r m a t i o n is p red ica ted upon cer ta in histori-
cally developed pr inciples of pe t ro leum engineer ing and evalua t ion , which a re 
in t u r n based on pr inciples of physical science, m a t h e m a t i c s and economics. 
Al though these genera l ly accep ted pe t ro leum engineer ing a n d eva lua t ion 
pr inciples are p red ica ted on es tabl ished scientif ic concepts , the appl ica t ion of 
such pr inciples involves extensive j u d g m e n t s and is subject to changes in (i) 
existing knowledge and technology, (ii) economic condit ions, (iii) app l icab le 
s t a t u t o r y a n d regula tory provisions, a n d (iv) the purposes for which the 
Reserve I n f o r m a t i o n is to be used. 
1.3 T h e I n h e r e n t l y I m p r e c i s e N a t u r e of R e s e r v e I n f o r m a t i o n . T h e 
re l iabi l i ty of Reserve I n f o r m a t i o n is considerably a f f ec t ed by several factors . 
In i t ia l ly , it should be noted t h a t Reserve I n f o r m a t i o n is imprecise due to the 
inheren t unce r t a in t i e s in, a n d the l imi ted n a t u r e of, the d a t a base upon which 
the e s t ima t ing a n d aud i t ing of Reserve I n f o r m a t i o n is p red ica ted . Moreover , 
the methods a n d d a t a used in e s t ima t ing Reserve I n f o r m a t i o n a re o f ten 
necessari ly indirect or analogical in cha rac t e r r a the r t h a n di rect or deduc t ive . 
Fu r the rmore , the persons e s t ima t ing a n d aud i t i ng Reserve I n f o r m a t i o n a re 
required , in app ly ing genera l ly accep ted pe t ro leum engineer ing a n d evalua-
tion principles, to m a k e numerous j u d g m e n t s based upon thei r educa t iona l 
background , professional t r a in ing and professional experience. The ex ten t a n d 
signif icance of the j u d g m e n t s to be m a d e are, in themselves, suff ic ient to 
render Reserve I n f o r m a t i o n inheren t ly imprecise. 
1.4 T h e N e e d for S t a n d a r d s G o v e r n i n g t h e E s t i m a t i n g a n d A u d i t i n g of 
R e s e r v e I n f o r m a t i o n . The Society of Pe t ro l eum Engineers , a cons t i tuen t 
society of the Amer ican I n s t i t u t e of Mining , Meta l lu rg ica l , a n d Pe t ro l eum 
Engineers ( the "Society") , has de t e rmined t h a t the Society should a d o p t these 
S t a n d a r d s P e r t a i n i n g to the E s t i m a t i n g a n d Audi t ing of Oil a n d Gas Reserve 
I n f o r m a t i o n ( the " S t a n d a r d s " ) . T h e adopt ion of these S t a n d a r d s by the 
Society fulfi l ls a t least th ree useful objectives. 
1 These Standards Pertaining to the Estimating and Auditing of Oil and Gas Reserve 
Information (the "Standards") are not intended to bind the members of the Society of Petroleum 
Engineers (the "Society") or anyone else, and the Society imposes no sanctions for the nonuse of 
these Standards. Each person estimating and auditing oil and gas Reserve Information is 
encouraged to exercise his or her own judgment concerning the matters set forth in these 
Standards. The Society welcomes comments and suggested changes in regard to these Standards. 
2 Definitions are set forth in Section 2.2 for certain of the terms that are not textually defined 
in these Standards. 
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Firs t , a l though some users of Reserve I n f o r m a t i o n are cognizant of the general 
pr inciples t h a t are appl ied to d a t a bases in de t e rmin ing Reserve In fo rma t ion , 
the j u d g m e n t s requi red in e s t ima t ing a n d aud i t i ng Reserve I n f o r m a t i o n a n d 
the inheren t ly imprecise n a t u r e of Reserve I n f o r m a t i o n , it has become increas-
ingly a p p a r e n t in recent years t h a t m a n y users of Reserve I n f o r m a t i o n do not 
ful ly u n d e r s t a n d such ma t t e r s . T h e adopt ion , publ ica t ion a n d d is t r ibu t ion of 
these S t a n d a r d s should enable users of Reserve I n f o r m a t i o n to u n d e r s t a n d 
these m a t t e r s more ful ly a n d therefore avoid placing undue rel iance on 
Reserve In fo rma t ion . 
Secondly, the wider d isseminat ion of Reserve I n f o r m a t i o n th rough publ ic 
f inancia l repor t ing, such as t h a t requi red by var ious gove rnmen ta l author i t ies , 
makes it impe ra t i ve t h a t the users of Reserve I n f o r m a t i o n have a general 
unde r s t and ing of the methods of, a n d l imi ta t ions on, e s t ima t ing a n d aud i t i ng 
Reserve In fo rma t ion . 
Th i rd ly , as Reserve I n f o r m a t i o n prol i fera tes in t e r m s of the types of in forma-
tion ava i lab le and the broader d isseminat ion thereof , it becomes increasingly 
i m p o r t a n t t h a t Reserve I n f o r m a t i o n be e s t ima ted a n d aud i t ed on a consistent 
basis. Compl iance wi th these S t a n d a r d s is a me thod of fac i l i t a t ing eva lua t ion 
a n d compar isons of Reserve I n f o r m a t i o n by the users thereof . 
In order to accomplish the three above-discussed objectives, the Society has 
included in these S t a n d a r d s (i) def in i t ions of selected t e r m s pe r t a in ing to the 
es t imat ion and eva lua t ion of Reserve In fo rma t ion , (ii) qua l i f ica t ions for per-
sons e s t ima t ing a n d aud i t i ng Reserve In fo rma t ion , (iii) s t a n d a r d s of indepen-
dence and objec t iv i ty for such persons, (iv) s t a n d a r d s for e s t ima t ing proved 
reserves a n d other Reserve In fo rma t ion , a n d (v) s t a n d a r d s for aud i t i ng proved 
reserves a n d other Reserve I n f o r m a t i o n . Al though these S t a n d a r d s are predi-
ca ted on general ly accep ted pe t ro leum engineer ing a n d eva lua t ion principles, 
it m a y in the f u t u r e become necessary, for the reasons set fo r th in Section 1.2, 
to c lar i fy or a m e n d cer ta in of these S tandards . Consequent ly , the Society m a y , 
in a p p r o p r i a t e f u t u r e c i rcumstances , de t e rmine to a m e n d these S t a n d a r d s or 
publish c la r i fy ing s t a t emen t s . 
Article II—Definitions of Selected Terms 
2.1 A p p l i c a b i l i t y of D e f i n i t i o n s . I n p r epa r ing a repor t or opinion, persons 
e s t ima t ing a n d aud i t i ng Reserve I n f o r m a t i o n shall ascribe, to proved reserves 
and other s igni f icant t e r m s used there in , the def in i t ions p romulga t ed by the 
Society or such other def ini t ions as he or she m a y reasonably consider appro-
pr ia t e in accordance wi th general ly accep ted pe t ro leum engineer ing and 
eva lua t ion principles; provided, however, t h a t (i) such repor t or opinion should 
define, or m a k e reference to a def ini t ion of, each s igni f icant t e r m t h a t is used 
there in and (ii) the def in i t ions used in a n y repor t or opinion m u s t be consis tent 
wi th s t a t u t o r y and regula tory provisions, if any, t h a t a p p l y to such repor t or 
opinion in accordance wi th its in tended use. 
2.2 D e f i n e d T e r m s . T h e def ini t ions set fo r th in this Section 2.2 are appl icab le 
for all purposes of these S tandards : 
(a) Entity. An E n t i t y is a corporat ion, joint ven tu re , pa r tne r sh ip , t ru s t , 
indiv idual or other person engaged in (i) the explorat ion for, or product ion of, 
oil and gas; (ii) the acquis i t ion of proper t ies or in teres ts there in for the purpose 
of conduct ing such explorat ion or product ion; or (iii) the ownership of proper-
ties or in teres ts there in wi th respect to which such explorat ion or product ion is 
being, or will be, conducted . 
(b) Reserve Estimator. A Reserve E s t i m a t o r is a person who is des igna ted 
to be in responsible charge for e s t ima t ing a n d eva lua t i ng proved reserves a n d 
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other Reserve I n f o r m a t i o n . A Reserve E s t i m a t o r e i ther m a y personal ly m a k e 
the es t imates a n d eva lua t ions of Reserve I n f o r m a t i o n or m a y supervise a n d 
approve the es t imat ion a n d eva lua t ion thereof by others. 
(c) Reserve Auditor. A Reserve Audi tor is a person who is des igna ted to 
be in responsible charge for the conduct of an aud i t wi th respect to Reserve 
In fo rma t ion e s t ima ted by others. A Reserve Audi tor e i ther m a y personal ly 
conduct an aud i t of Reserve I n f o r m a t i o n or m a y supervise and approve the 
conduct of an aud i t thereof by others. 
(d) Reserve Information. Reserve I n f o r m a t i o n consists of var ious esti-
m a t e s pe r t a in ing to the ex ten t a n d va lue of oil a n d gas propert ies . Reserve 
I n f o r m a t i o n m a y , b u t will not necessari ly, include es t ima tes of (i) proved 
reserves, (ii) the f u t u r e product ion ra tes f rom such proved reserves, (iii) the 
f u t u r e ne t revenue f rom such proved reserves, and (iv) the present va lue of 
such f u t u r e net revenue. 
Article III—Professional Qualifications of Reserve 
Estimators and Reserve Auditors 
3.1 T h e I m p o r t a n c e of P r o f e s s i o n a l l y Q u a l i f i e d R e s e r v e E s t i m a t o r s 
a n d R e s e r v e A u d i t o r s . Reserve I n f o r m a t i o n is p r epa red and aud i t ed , respec-
t ively, by Reserve E s t i m a t o r s and Reserve Auditors , who are o f ten assisted by 
other professionals and b y paraprofess ionals a n d clerical personnel. Reserve 
E s t i m a t o r s a n d Reserve Audi tors m a y be (i) employees of an E n t i t y itself or 
(ii) stockholders, proprie tors , p a r t n e r s or employees of an independen t f i rm of 
pe t ro leum consu l tan t s wi th which an a r r a n g e m e n t has been m a d e for the 
e s t ima t ing or aud i t i ng of Reserve In fo rma t ion . I r respec t ive of the n a t u r e of 
their emp loymen t , however, Reserve E s t i m a t o r s and Reserve Audi tors mus t 
(i) examine the d a t a base necessary to e s t ima te or a u d i t Reserve In fo rma t ion ; 
(ii) pe r fo rm such tes ts a n d consider such m a t t e r s as m a y be necessary to 
eva lua te the suff ic iency of the d a t a base; a n d (iii) m a k e such calcula t ions a n d 
es t imat ions , and a p p l y such tes ts and s t andards , as m a y be necessary to 
e s t ima te or aud i t proved reserves a n d other Reserve I n f o r m a t i o n . For the 
reasons discussed in Section 1.3, the proper de t e rmina t i on of these m a t t e r s is 
highly d e p e n d e n t upon the numerous j u d g m e n t s Reserve E s t i m a t o r s a n d 
Reserve Audi tors are requi red to m a k e based upon thei r educa t iona l back-
ground, professional t r a in ing and professional experience. Consequent ly , in 
order to assure t h a t Reserve I n f o r m a t i o n will be as reliable as possible given 
the l imi ta t ions inheren t in the e s t ima t ing and aud i t i ng process, it is essential 
t h a t those in responsible charge for e s t ima t ing a n d aud i t ing Reserve I n f o r m a -
tion have a d e q u a t e professional qua l i f ica t ions such as those set for th in this 
Article I I I . 
3.2 P r o f e s s i o n a l Q u a l i f i c a t i o n s of R e s e r v e E s t i m a t o r s . A Reserve Est i -
ma to r shall be considered professionally qual i f ied in such capac i t y if he or she 
has suff ic ient educa t iona l background , professional t r a in ing a n d professional 
experience to enable h im or her to exercise p r u d e n t professional j u d g m e n t a n d 
to be in responsible charge in connect ion wi th the e s t ima t ing of proved 
reserves and other Reserve In fo rma t ion . The de t e rmina t i on of whe ther a 
Reserve E s t i m a t o r is professionally qual i f ied should be made on an individual-
by- indiv idual basis. A Reserve E s t i m a t o r would normal ly be considered to be 
qual i f ied if he or she (i) has a m i n i m u m of three years ' p rac t ica l experience in 
pe t ro leum engineer ing or pe t ro leum product ion geology, wi th a t least one year 
of such experience being in the es t imat ion a n d eva lua t ion of Reserve I n f o r m a -
tion; and (ii) either (A) has ob ta ined , f rom a college or un ivers i ty of recognized 
s t a tu re , a bachelor ' s or a d v a n c e d degree in pe t ro leum engineering, geology or 
o ther discipline of engineer ing or physical science or (B) has received, and is 
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m a i n t a i n i n g in good s tand ing , a regis tered or cer t i f ied professional engineer 's 
license or a regis tered or cer t i f ied professional geologist 's license, or the 
equiva len t thereof , f rom an a p p r o p r i a t e gove rnmen ta l a u t h o r i t y or profes-
sional organiza t ion . 
3.3 P r o f e s s i o n a l Q u a l i f i c a t i o n s of R e s e r v e A u d i t o r s . A Reserve Audi tor 
shall be considered professionally qual i f ied in such capac i t y if he or she has 
suff ic ient educa t iona l background , professional t r a in ing and professional expe-
rience to enable h im or her to exercise p r u d e n t professional j u d g m e n t while 
ac t ing in responsible charge for the conduct of an aud i t of Reserve I n f o r m a -
tion e s t ima ted by others. The de t e rmina t i on of whe the r a Reserve Audi tor is 
professionally qual i f ied should be m a d e on an ind iv idua l -by- indiv idua l basis. A 
Reserve Audi tor would normal ly be considered to be qual i f ied if he or she (i) 
has a m i n i m u m of ten years ' p rac t i ca l experience in pe t ro leum engineer ing or 
pe t ro leum product ion geology, wi th a t least f ive years of such experience being 
in the es t imat ion a n d eva lua t ion of Reserve In fo rma t ion ; and (ii) either (A) 
has obta ined , f rom a college or un ivers i ty of recognized s t a tu re , a bachelor ' s or 
advanced degree in pe t ro leum engineer ing, geology or other discipline of 
engineer ing or physical science or (B) has received, a n d is m a i n t a i n i n g in good 
s tanding , a registered or cer t i f ied professional engineer ' s license or a registered 
or cer t i f ied professional geologist 's license, or the equ iva len t thereof , f rom an 
a p p r o p r i a t e gove rnmen ta l a u t h o r i t y or professional organiza t ion . 
Article IV—Standards of Independence, Objectivity 
and Confidentiality for Reserve Estimators and Reserve 
Auditors 
4.1 T h e I m p o r t a n c e of I n d e p e n d e n t or O b j e c t i v e R e s e r v e E s t i m a t o r s 
a n d R e s e r v e A u d i t o r s . In order t h a t users of Reserve I n f o r m a t i o n m a y be 
assured t h a t t he Reserve I n f o r m a t i o n was e s t ima ted or aud i t ed in an unbiased 
a n d object ive m a n n e r , it is i m p o r t a n t t h a t Reserve E s t i m a t o r s and Reserve 
Audi tors m a i n t a i n , respect ively, the levels of independence a n d objec t iv i ty set 
fo r th in this Article IV. T h e d e t e r m i n a t i o n of t he independence a n d object iv-
i ty of Reserve E s t i m a t o r s a n d Reserve Audi tors should be m a d e on a case-by-
case basis. To fac i l i t a te such de t e rmina t ion , the Society has adop ted (i) 
s t a n d a r d s of independence for consul t ing Reserve E s t i m a t o r s and consul t ing 
Reserve Audi tors and (ii) s t a n d a r d s of ob jec t iv i ty for Reserve Audi tors inter-
nal ly employed by En t i t i e s to which the Reserve I n f o r m a t i o n relates. To the 
ex ten t t h a t the appl icab le s t a n d a r d s of independence a n d objec t iv i ty set fo r th 
in this Article IV are not m e t by Reserve E s t i m a t o r s a n d Reserve Audi tors in 
e s t ima t ing a n d aud i t ing Reserve In fo rma t ion , such lack of confo rmi ty wi th 
this Article I V shall be set for th in a n y repor t or opinion re la t ing to Reserve 
I n f o r m a t i o n which pu rpo r t s to have been e s t ima ted or aud i t ed in accordance 
with these S tandards . 
4.2 R e q u i r e m e n t of I n d e p e n d e n c e for C o n s u l t i n g R e s e r v e E s t i m a t o r s 
and C o n s u l t i n g R e s e r v e A u d i t o r s . Consul t ing Reserve E s t i m a t o r s a n d 
consul t ing Reserve Auditors , or a n y f i rm of pe t ro leum consu l tan t s of which 
such individuals are stockholders, propr ie tors , p a r t n e r s or employees, should 
be independen t f rom a n y E n t i t y wi th respect to which such Reserve E s t i m a -
tors, Reserve Audi tors or consul t ing f i rm es t ima te or aud i t Reserve I n f o r m a -
tion which pu rpo r t s to have been e s t ima ted or aud i t ed in accordance wi th 
these S tandards . 
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4.3 S t a n d a r d s of I n d e p e n d e n c e for C o n s u l t i n g R e s e r v e E s t i m a t o r s a n d 
C o n s u l t i n g R e s e r v e A u d i t o r s . 3 Consul t ing Reserve E s t i m a t o r s a n d consult-
ing Reserve Auditors , a n d a n y f i rm of pe t ro leum consu l t an t s of which such 
individuals are stockholders, proprie tors , p a r t n e r s or employees, would not 
normal ly be considered independen t wi th respect to an E n t i t y if, dur ing the 
t e r m of thei r professional engagemen t , such Reserve Es t ima to r s , Reserve 
Audi tors or consul t ing f i rm 
(a) Investments. E i t h e r owned or acqui red , or were commi t t ed to acqui re , 
d i rect ly or indirect ly , a n y ma te r i a l f inanc ia l in teres t in (i) such E n t i t y or a n y 
corporat ion or other person a f f i l i a ted the rewi th or (ii) a n y p r o p e r t y wi th 
respect to which Reserve I n f o r m a t i o n is to be e s t ima ted or aud i ted ; 
(b) Joint Business Venture. E i t h e r owned or acqui red , or were c o m m i t t e d 
to acquire , d i rec t ly or indirect ly , a n y ma te r i a l joint business i nves tmen t wi th 
such E n t i t y or a n y officer, director , p r inc ipa l s tockholder or o ther person 
a f f i l i a ted therewi th ; 
(c) Borrowings. Were indeb ted to such E n t i t y or a n y officer, director , 
p r inc ipa l stockholder or o ther person a f f i l i a ted the rewi th ; provided, however, 
t h a t re ta iners , advances aga ins t work-in-process a n d t r a d e accounts payab le 
ar is ing f rom the pu rchase of goods a n d services in the o rd ina ry course of 
business shall not cons t i tu te indebtedness wi th in the mean ing of this Section 
4.3(c); 
(d) Guarantees of Borrowings. Were indeb ted to a n y individual , corpora-
tion or other person under c i rcumstances where the p a y m e n t of such indebted-
ness was g u a r a n t e e d by such E n t i t y or a n y officer , d i rector , p r inc ipa l 
stockholder or other person a f f i l i a ted the rewi th ; 
(e) Loans to Clients. E x t e n d e d credi t to (i) such E n t i t y or a n y officer, 
director , p r inc ipa l s tockholder or o ther person a f f i l i a ted the rewi th or (ii) a n y 
person hav ing a m a t e r i a l in teres t in a n y p rope r ty wi th respect to which 
Reserve I n f o r m a t i o n was e s t ima ted or aud i ted ; provided, however, t h a t t r a d e 
accounts receivable ar is ing in the o rd ina ry course of business f rom the per-
fo rmance of pe t ro leum engineer ing and re la ted services shall not cons t i tu te the 
extension of credi t wi th in the mean ing of th is Section 4.3(e); 
(f) Guarantees for Clients. G u a r a n t e e d a n y indebtedness (i) owed by such 
E n t i t y or a n y officer, director , p r inc ipa l stockholder or o ther person a f f i l i a ted 
the rewi th or (ii) payab le to a n y individual , corporat ion, en t i t y or o ther person 
hav ing a ma te r i a l in teres t in the Reserve I n f o r m a t i o n pe r t a in ing to such 
E n t i t y ; 
(g) Purchases and Sales of Assets. Pu rchased a n y ma te r i a l asset f rom, or 
sold a n y ma te r i a l asset to, such E n t i t y or a n y officer, director , p r inc ipa l 
stockholder or o ther person a f f i l i a ted therewi th ; 
(h) Certain Relationships With Client. Were d i rec t ly or indi rec t ly con-
nected wi th such E n t i t y as a p romoter , underwr i t e r , officer, director or 
pr inc ipa l stockholder, or in a n y capac i t y equ iva len t there to , or were otherwise 
3 For purposes of this Section 4.3, the term "affiliated" shall, with respect to an Entity, 
describe the relationship of a person to such Entity under circumstances in which such person, 
directly or indirectly through one or more intermediaries, controls or is controlled by or is under 
common control with such Entity; provided, however, that commercial banks and other bona fide 
financial institutions shall not be considered to be affiliated with the Entity to which the Reserve 
Information relates unless such banks or institutions actively participate in the management of 
the properties of such Entity. 
Unless the context requires otherwise, the term "material" shall, for purposes of this Section 
4.3, be interpreted with reference to the net worth of the consulting Reserve Estimators or the 
consulting Reserve Auditors, or any firm of petroleum consultants of which such individuals are 
stockholders, proprietors, partners or employees. 
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not s epa ra t e a n d independen t f rom the opera t ing a n d i nves tmen t decision-
m a k i n g process of such E n t i t y ; 
(i) Trusts and Estates. Were t rus tees of a n y t rus t , or executors or 
admin i s t r a to r s of a n y es ta te , if such t ru s t or es ta te had a n y direct or indirect 
in teres t m a t e r i a l to it in such E n t i t y or in a n y p r o p e r t y wi th respect to which 
Reserve I n f o r m a t i o n was e s t ima ted or aud i t ed ; or 
(j) Contingent Fee. Were engaged by such E n t i t y to e s t ima te or aud i t 
Reserve I n f o r m a t i o n p u r s u a n t to a n y ag reemen t , a r r a n g e m e n t or unde r s t and -
ing whereby the r emune ra t i on or fee pa id by such E n t i t y was cont ingent upon, 
or re la ted to, the resul ts or conclusions reached in e s t ima t ing or aud i t i ng such 
Reserve In fo rma t ion . 
The independence of consul t ing Reserve E s t i m a t o r s and consul t ing Re-
serve Auditors , a n d the independence of a n y f i rm of pe t ro leum consul tan ts of 
which such individuals are stockholders, proprie tors , p a r t n e r s or employees, 
shall not be considered impa i red mere ly because o ther pe t ro leum engineer ing 
a n d re la ted services were pe r fo rmed (i) for such E n t i t y or a n y officer, director , 
pr inc ipa l stockholder or o ther person a f f i l i a t ed the rewi th or (ii) in regard to 
a n y p rope r ty wi th respect to which Reserve I n f o r m a t i o n was e s t ima ted or 
aud i t ed ; provided, however, such other services m u s t have been of a t y p e 
normal ly rendered by the pe t ro leum engineer ing profession. 
4.4 R e q u i r e m e n t of O b j e c t i v i t y for R e s e r v e A u d i t o r s I n t e r n a l l y E m -
p l o y e d b y E n t i t i e s . Reserve Audi tors who are in te rna l ly employed by an 
E n t i t y should be object ive wi th respect to such E n t i t y if such Reserve 
Audi tors a u d i t Reserve I n f o r m a t i o n re la t ing to such E n t i t y which pu rpo r t s to 
have been e s t ima ted or aud i t ed in accordance with these S tandards . 
4.5 S t a n d a r d s of O b j e c t i v i t y for R e s e r v e A u d i t o r s I n t e r n a l l y E m p l o y e d 
by E n t i t i e s . Reserve Audi tors in te rna l ly employed by an E n t i t y would 
normal ly be considered to be in a posit ion of objec t iv i ty wi th respect to such 
E n t i t y if, du r ing the t ime period in which Reserve I n f o r m a t i o n was aud i t ed , 
such Reserve Audi tors 
(a) Accountability to Management. Were assigned to a s taff g roup which 
was (i) accountab le to uppe r level m a n a g e m e n t of such E n t i t y a n d (ii) 
s epa ra te and independen t f rom the opera t ing a n d i nves tmen t decis ion-making 
process of such E n t i t y ; and 
(b) Freedom to Report Irregularities. Were g r an t ed comple te and un-
res t r ic ted f reedom to repor t , to the pr inc ipa l execut ives and board of directors 
of such en t i ty , any subs t an t i ve or procedura l i r regular i t ies of which such 
Reserve Audi tors became aware dur ing thei r aud i t of Reserve I n f o r m a t i o n 
pe r t a in ing to such E n t i t y . 
4.6 R e q u i r e m e n t of C o n f i d e n t i a l i t y . Reserve E s t i m a t o r s a n d Reserve Audi-
tors, and a n y f i rm of pe t ro leum consu l t an t s of which such individuals are 
stockholders, propr ie tors , p a r t n e r s or employees should re ta in in s t r ic tes t 
confidence Reserve I n f o r m a t i o n a n d other d a t a and in fo rmat ion fu rn i shed by, 
or pe r t a in ing to, an E n t i t y , a n d such Reserve I n f o r m a t i o n , d a t a a n d informa-
tion should not be disclosed to o thers wi thout the prior consent of such E n t i t y . 
Article V—S tanda rd s for Estimating Proved Reserves 
and Other Reserve Information 
5.1 G e n e r a l C o n s i d e r a t i o n s in E s t i m a t i n g R e s e r v e I n f o r m a t i o n . Reserve 
I n f o r m a t i o n m a y be e s t ima ted th rough the use of genera l ly accep ted geologic 
and engineer ing me thods t h a t are consis tent wi th bo th these S t a n d a r d s and 
a n y s t a t u t o r y and regula tory provisions which are appl icab le to such Reserve 
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I n f o r m a t i o n in accordance wi th its in tended use. I n e s t ima t ing Reserve 
I n f o r m a t i o n for a p r o p e r t y or group of proper t ies , Reserve E s t i m a t o r s will 
de t e rmine the geologic a n d engineer ing methods to be used in e s t ima t ing 
Reserve I n f o r m a t i o n by considering (i) the suff ic iency and re l iabi l i ty of the 
d a t a base; (ii) the s tage of deve lopment ; (iii) the pe r fo rmance history; (iv) 
the i r experience wi th respect to such p r o p e r t y or g roup of proper t ies , a n d wi th 
respect to s imilar proper t ies ; and (v) the s ignif icance of such p r o p e r t y or g roup 
of proper t ies to the aggrega te oil a n d gas proper t ies and in teres ts being 
e s t ima ted or eva lua ted . T h e repor t as to Reserve I n f o r m a t i o n should set for th 
in fo rmat ion regard ing the m a n n e r in which, and the assumpt ions p u r s u a n t to 
which, such repor t was p repa red . Such disclosure should include, where appro-
pr ia te , def ini t ions of the s igni f icant t e r m s used in such repor t , the geologic a n d 
engineer ing methods a n d m e a s u r e m e n t base used in p r epa r ing the Reserve 
I n f o r m a t i o n a n d the source of the d a t a used wi th regard to ownership inter-
ests, oil a n d gas product ion and other pe r fo rmance d a t a , costs of opera t ion a n d 
deve lopment , p roduc t prices, a n d ag reemen t s re la t ing to cu r r en t a n d f u t u r e 
opera t ions and sales of product ion . 
5.2 A d e q u a c y of D a t a B a s e in E s t i m a t i n g R e s e r v e I n f o r m a t i o n . The 
suff ic iency a n d re l iabi l i ty of the d a t a base is of p r i m a r y impor t ance in the 
es t imat ion of proved reserves and other Reserve I n f o r m a t i o n . T h e type a n d 
ex ten t of the d a t a requi red will necessari ly v a r y in accordance wi th the 
methods employed to e s t ima te proved reserves a n d other Reserve I n f o r m a t i o n . 
I n this regard , in fo rmat ion m u s t be ava i lab le wi th respect to each p rope r ty or 
group of proper t ies as to opera t ing interests , expense in teres ts a n d revenue 
in teres ts a n d f u t u r e changes in a n y of such in teres ts t h a t , based on cu r r en t 
c i rcumstances , are expected to occur. Addi t ional ly , if f u t u r e net revenue f rom 
proved reserves, or the p resen t va lue of such f u t u r e net revenue, is to be 
es t ima ted , the d a t a base should include, wi th respect to each p rope r ty or 
group of proper t ies , costs of opera t ion and deve lopment , if avai lable , p roduc t 
prices and a descr ipt ion of a n y ag reemen t s re la t ing to cu r r en t a n d f u t u r e 
opera t ions a n d sales of product ion. 
5.3 E s t i m a t i n g P r o v e d R e s e r v e s . T h e accep tab le methods for e s t ima t ing 
proved reserves include (i) the vo lumet r ic method; (ii) eva lua t ion of the 
pe r fo rmance history, which eva lua t ion m a y include an analysis and project ion 
of producing ranges, reservoir pressures, oil-water ratios, gas-oil ra t ios and gas-
liquid ratios; (iii) deve lopment of a m a t h e m a t i c a l model th rough considerat ion 
of ma te r i a l ba lance and compute r s imula t ion techniques ; (iv) ana logy to o ther 
reservoirs if geographic location, fo rmat ion charac te r i s t i cs or s imilar fac tors 
render such ana logy a p p r o p r i a t e . In e s t ima t ing proved reserves, Reserve 
E s t i m a t o r s should uti l ize the pa r t i cu l a r methods , and the n u m b e r of methods , 
which in thei r professional j u d g m e n t are most a p p r o p r i a t e given (i) the 
geographic location, fo rmat ion charac te r i s t i cs a n d n a t u r e of the p r o p e r t y or 
group of proper t ies wi th respect to which proved reserves are being es t imated ; 
(ii) the a m o u n t a n d qua l i t y of ava i lab le da t a ; a n d (iii) the s ignif icance of such 
p rope r ty or group of proper t ies in relat ion to the oil a n d gas proper t ies wi th 
respect to which proved reserves are being e s t ima ted . 
5.4 E s t i m a t i n g P r o v e d R e s e r v e s b y t h e V o l u m e t r i c M e t h o d . E s t i m a t i n g 
proved reserves in accordance with the vo lumet r ic me thod involves es t imat ion 
of oil in place based upon review and analysis of such documen t s a n d 
in format ion as (i) ownership and deve lopment maps ; (ii) geologic maps ; (iii) 
electric logs and fo rmat ion tests; (iv) re levant reservoir and core da t a ; and (v) 
in fo rmat ion regard ing the complet ion of oil and gas wells and a n y product ion 
pe r fo rmance thereof. An a p p r o p r i a t e e s t ima ted recovery fac tor is appl ied to 
the resul t ing oil in place f igure in order to derive e s t ima ted proved reserves. 
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5.5 E s t i m a t i n g P r o v e d R e s e r v e s b y A n a l y z i n g P e r f o r m a n c e D a t a . For 
reservoirs wi th respect to which pe r fo rmance has disclosed rel iable product ion 
t rends, proved reserves m a y be e s t ima ted by analys is of pe r fo rmance histories 
and project ions of such t rends . These e s t ima tes m a y be p r imar i l y p red ica ted 
on an analysis of the ra tes of decline in product ion a n d on a p p r o p r i a t e 
considerat ions of o ther pe r fo rmance p a r a m e t e r s such as reservoir pressures, 
oil-water ratios, gas-oil ra t ios and gas-liquid ratios. 
5.6 E s t i m a t i n g P r o v e d R e s e r v e s b y U s i n g M a t h e m a t i c a l M o d e l s . 
Proved reserves and f u t u r e produc t ion pe r fo rmance can be e s t ima ted th rough 
a combina t ion of deta i led geologic a n d reservoir engineer ing s tudies a n d 
m a t h e m a t i c a l or compu te r s imula t ion models. The va l id i ty of the m a t h e m a t i -
cal s imula t ion models is enhanced by the degree to which the ca lcu la ted 
his tory m a t c h e s the pe r fo rmance history. Where pe r fo rmance his tory is un-
avai lable , special considerat ion should be given to de t e rmin ing the sens i t iv i ty 
of the ca lcula ted u l t i m a t e recoveries to the d a t a t h a t is the most unce r t a in . 
Af te r m a k i n g such sens i t iv i ty de t e rmina t ion , the proved u l t i m a t e recovery 
should be based on the selection of the most likely d a t a encompassed wi th in 
the ranges of their u n c e r t a i n t y . 
5.7 E s t i m a t i n g P r o v e d R e s e r v e s b y A n a l o g y t o C o m p a r a b l e R e s e r -
vo irs . If pe r fo rmance t r ends have not been es tabl ished wi th respect to oil a n d 
gas product ion, f u t u r e product ion ra tes and proved reserves m a y be e s t ima ted 
by analogy to reservoirs in the same geographic a rea hav ing similar cha rac te r -
istics and establ ished pe r fo rmance t rends . Where a p p r o p r i a t e , proved reserves 
m a y be e s t ima ted using mul t ip les of cu r r en t ra tes of product ion . 
5.8 E s t i m a t e d F u t u r e R a t e s of P r o d u c t i o n . F u t u r e ra tes of oil a n d gas 
product ion m a y be e s t ima ted by ex t rapo la t ing product ion t r ends where such 
have been establ ished. If p roduct ion t r ends have not been establ ished, f u t u r e 
ra tes of product ion m a y be e s t ima ted by analogy to the respect ive ra tes of 
product ion of reservoirs in the same geographic a rea hav ing similar geologic 
fea tures , reservoir rock a n d fluid charac ter is t ics . If there is not ava i lab le 
ei ther (i) product ion t r ends f rom the p rope r ty or g roup of proper t ies wi th 
respect to which proved reserves are being e s t ima ted or (ii) r a tes of product ion 
f rom similar reservoirs, the es t imat ion of f u t u r e r a t e s of product ion m a y be 
p red ica ted on an assumed f u t u r e decline r a t e t h a t t akes into proper considera-
tion the cumula t i ve oil a n d gas product ion t h a t is e s t ima ted to occur prior to 
the pred ic ted decline in such product ion in relat ion to the e s t ima ted u l t i m a t e 
product ion. Reservoir s imulat ion is also an accep ted method of e s t ima t ing 
f u t u r e ra tes of product ion. I r respec t ive of the me thod used, however, proper 
considerat ion should be given to (i) the producing capaci t ies of t he wells; (ii) 
the n u m b e r of wells to be dril led in the f u t u r e , toge ther wi th the proposed 
t imes when such are to be drilled and the s t r uc tu r a l positions of such wells; 
(iii) the energy inherent in, or in t roduced to, the reservoir; (iv) the e s t ima ted 
u l t i m a t e recovery; (v) f u t u r e remedia l work to be per formed; (vi) the schedul-
ing of f u t u r e well a b a n d o n m e n t s ; (vii) normal downt ime which m a y be 
an t i c ipa t ed ; a n d (viii) a r t i f ic ia l res t r ic t ion of f u t u r e producing ra tes t h a t is 
a t t r i b u t a b l e to s t a t u t o r y and regu la to ry provisions, purchase r prora t ion and 
other factors . 
5.9 E s t i m a t i n g R e s e r v e I n f o r m a t i o n O t h e r T h a n P r o v e d R e s e r v e s a n d 
F u t u r e R a t e s of P r o d u c t i o n . A Reserve E s t i m a t o r o f ten e s t ima tes Reserve 
I n f o r m a t i o n other t h a n proved reserves and f u t u r e ra tes of product ion in order 
to make his or her repor t more useful . Proved reserves net to the in teres ts 
appra i sed are e s t ima ted using the E n t i t y ' s net in teres t in the p rope r ty or 
group of propert ies , or in the product ion the re f rom, wi th respect to which 
proved reserves were e s t ima ted . The n a t u r e of the net in teres t of the E n t i t y 
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m a y be es tabl ished or a f f ec t ed by a n y n u m b e r of a r r a n g e m e n t s which the 
Reserve E s t i m a t o r mus t t a k e into account . E s t i m a t e d f u t u r e revenues are 
ca lcu la ted f rom the e s t ima ted f u t u r e ra tes of product ion by app ly ing the 
a p p r o p r i a t e sales prices fu rn i shed by the E n t i t y or by using such other d a t a as 
m a y be requi red by s t a t u t o r y a n d regu la to ry provisions t h a t are appl icab le to 
such repor t in accordance wi th its in t ended use. Where a p p r o p r i a t e , t he 
Reserve E s t i m a t o r deduc t s f rom such f u t u r e revenues i tems such as (i) a n y 
existing product ion or severance taxes, (ii) taxes levied aga ins t p r o p e r t y or 
product ion, (iii) e s t ima tes of f u t u r e ope ra t ing costs a n d (iv) e s t imates of a n y 
f u t u r e deve lopment , e q u i p m e n t or o ther s igni f icant cap i t a l expendi tu res re-
qui red for the product ion of the proved reserves. Such deduct ions normal ly 
include var ious overhead a n d m a n a g e m e n t charges. For some purposes, it is 
desirable to s u b t r a c t income taxes a n d other gove rnmen ta l levies in e s t ima t ing 
f u t u r e ne t revenues. 
In e s t i m a t i n g f u t u r e net revenues, the Reserve E s t i m a t o r should consider, 
where app rop r i a t e , a n y likely changes (i) f rom historical opera t ing costs, (ii) 
f rom cur ren t e s t ima tes of f u t u r e cap i t a l expendi tu res and (iii) in o ther fac tors 
which m a y a f fec t e s t ima ted l imits of economic product ion . 
Article V I—Standards for Auditing Proved Reserves 
and Other Reserve Information 
6.1 T h e C o n c e p t of A u d i t i n g P r o v e d R e s e r v e s a n d O t h e r R e s e r v e 
I n f o r m a t i o n . An aud i t is an examina t ion of Reserve I n f o r m a t i o n t h a t is 
conducted for the purpose of expressing an opinion as to whe ther such Reserve 
In fo rma t ion , in the aggrega te , is reasonable a n d has been e s t ima ted a n d 
presented in conformi ty wi th general ly accep ted pe t ro leum engineer ing a n d 
eva lua t ion principles. 
As discussed in Section 1.3, t he es t imat ion of proved reserves a n d other 
Reserve I n f o r m a t i o n is an imprecise science due to the m a n y unknown 
geologic a n d reservoir fac tors t h a t can only be e s t ima ted th rough sampl ing 
techniques . Since proved reserves a re therefore only es t imates , such cannot be 
aud i t ed for the purpose of ver i fy ing exactness. I n s t ead , Reserve I n f o r m a t i o n is 
aud i t ed for the purpose of reviewing in suff ic ient de ta i l the policies, proce-
dures and me thods used by an E n t i t y in e s t ima t ing its Reserve I n f o r m a t i o n so 
t h a t the Reserve Audi tors m a y express an opinion as to whe ther , in the 
aggregate , the Reserve I n f o r m a t i o n fu rn i shed by such E n t i t y is reasonable 
and has been e s t ima ted a n d presen ted in conformi ty wi th general ly accep ted 
pe t ro leum engineer ing a n d eva lua t ion principles. 
The me thods and procedures used by an E n t i t y , and the Reserve Infor-
ma t ion it furnishes , m u s t be reviewed in suff ic ient de ta i l to pe rmi t t he 
Reserve Audi tor , in his or her professional j u d g m e n t , to express an opinion as 
to the reasonableness of such E n t i t y ' s Reserve I n f o r m a t i o n . I n some cases the 
aud i t ing procedure m a y requi re i ndependen t e s t imates of Reserve I n f o r m a t i o n 
for pa r t i cu l a r proper t ies . T h e des i rabi l i ty of such rees t imat ion will be deter -
mined by the Reserve Audi tor exercising his or her professional j u d g m e n t in 
a r r iv ing a t an opinion as to the reasonableness of the E n t i t y ' s Reserve 
In fo rma t ion . 
6.2 L i m i t a t i o n s o n R e s p o n s i b i l i t y of R e s e r v e A u d i t o r s . Since the p r i m a r y 
responsibi l i ty for e s t ima t ing a n d presen t ing Reserve I n f o r m a t i o n pe r t a in ing to 
an E n t i t y is wi th the m a n a g e m e n t of such E n t i t y , the responsibi l i ty of 
Reserve Audi tors is necessari ly l imi ted to a n y opinion they express wi th 
respect to such Reserve In fo rma t ion . I n d ischarging such responsibi l i ty, Re-
serve Audi tors m a y accept , genera l ly wi thout i ndependen t ver i f icat ion, infor-
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mat ion a n d d a t a fu rn i shed by the E n t i t y wi th respect to ownership interests , 
oil a n d gas product ion, historical costs of opera t ion and deve lopment , p roduc t 
prices, ag reemen t s re la t ing to cu r r en t and f u t u r e opera t ions and sales of 
product ion, a n d other specified ma t t e r s . If dur ing the course of the aud i t , 
however, quest ions arise as to the accu racy or suff ic iency of a n y in format ion or 
d a t a fu rn i shed by the E n t i t y , the Reserve Audi tor should not rely on such 
in format ion or d a t a unless such quest ions are resolved or the in fo rmat ion or 
d a t a is i ndependen t ly ver i f ied. If Reserve I n f o r m a t i o n is used for f inanc ia l 
account ing purposes, ce r ta in basic d a t a would ord inar i ly be tes ted by an 
E n t i t y ' s i ndependen t publ ic a c c o u n t a n t s in connect ion with thei r examina t ion 
of the E n t i t y ' s f inanc ia l s t a t e m e n t s . Such basic d a t a would include informa-
tion such as the p r o p e r t y in teres ts owned by the E n t i t y , historical product ion 
d a t a a n d the prices, costs and discount fac tors used in va lua t ions of proved 
reserves. Reserve Audi tors should, however, review es t imates of ma jo r expendi-
tu res for deve lopment a n d e q u i p m e n t a n d a n y major d i f ferences be tween 
historical ope ra t ing costs a n d e s t ima ted f u t u r e ope ra t ing costs. 
6.3 U n d e r s t a n d i n g A m o n g a n E n t i t y , I t s I n d e p e n d e n t P u b l i c A c c o u n t -
a n t s a n d t h e R e s e r v e A u d i t o r s . An u n d e r s t a n d i n g should exist among an 
E n t i t y , its i ndependen t publ ic a c c o u n t a n t s and the Reserve Audi tors wi th 
respect to the n a t u r e of the work to be pe r fo rmed by the Reserve Auditors . 
I r respec t ive of whe the r the Reserve Audi tors are consu l tan t s or in te rna l ly 
employed by the E n t i t y , the unde r s t and ing be tween the E n t i t y a n d the 
Reserve Audi tors should include a t least the following: 
(a) Availability of Reserve Information. The E n t i t y will provide the 
Reserve Audi tors wi th (i) all Reserve I n f o r m a t i o n p r epa red by such E n t i t y , 
(ii) access to all basic d a t a and documen ta t i on pe r t a in ing to the oil and gas 
proper t ies of such E n t i t y , and (iii) access to all personnel of such E n t i t y who 
might have in fo rmat ion re levan t to the a u d i t of such Reserve I n f o r m a t i o n . 
(b) Performance of Audit. The Reserve Audi tors will (i) s t udy a n d 
eva lua te the methods a n d procedures used by the E n t i t y in e s t ima t ing a n d 
documen t ing its Reserve In fo rma t ion ; (ii) review the reserve def ini t ions a n d 
classif ications used by such E n t i t y ; (iii) test and eva lua t e the Reserve Infor-
mat ion of such E n t i t y to the ex ten t considered necessary by the Reserve 
Auditors; a n d (iv) express a n opinion as to the reasonableness , in the aggre-
gate , of such E n t i t y ' s Reserve I n f o r m a t i o n . 
(c) Availability of Audit Report to Independent Public Accountants. The 
Reserve Audi tors will (i) p e r m i t the i r a u d i t repor t to be provided to the 
independen t publ ic a c c o u n t a n t s of the E n t i t y for use in their examina t ion of 
its f inancia l s t a t e m e n t s a n d (ii) be ava i lab le to discuss thei r a u d i t repor t wi th 
such independen t publ ic accounts . 
(d) Coordination Between Reserve Auditors and Independent Public 
Accountants. T h e Reserve Audi tors and the E n t i t y ' s i ndependen t publ ic 
a ccoun tan t s will coordinate the i r e f for ts a n d agree on the records a n d d a t a of 
the E n t i t y to be reviewed by each. 
In the case of an a u d i t to be conduc ted by consul t ing Reserve Audi tors , it 
is p re fe rab le t h a t such u n d e r s t a n d i n g be documented , such as th rough an 
engagemen t le t te r be tween the E n t i t y and the consul t ing Reserve Auditors . 
6.4 P r o c e d u r e s for A u d i t i n g R e s e r v e I n f o r m a t i o n . I r respec t ive of whe ther 
the Reserve I n f o r m a t i o n pe r t a in ing to an E n t i t y is being aud i t ed by consult-
ing Reserve Audi tors or Reserve Audi tors in te rna l ly employed by such E n t i t y , 
the aud i t should be conduc ted in accordance with the following procedures: 
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(a) Proper Planning and Supervision. The aud i t should be a d e q u a t e l y 
p lanned a n d ass is tants , if any , should be proper ly supervised. 
(b) Early Appointment of Reserve Auditors. Where a p p r o p r i a t e , ear ly 
a p p o i n t m e n t of Reserve Audi tors is a d v a n t a g e o u s to bo th the E n t i t y and the 
Reserve Audi tors . E a r l y a p p o i n t m e n t enables the Reserve Audi tors to p lan 
thei r work so t h a t it m a y be done expedit iously a n d to de t e rmine the ex ten t to 
which such can be comple ted prior to the ba lance sheet da te . P r e l i m i n a r y work 
by the Reserve Audi tors benef i t s the E n t i t y by fac i l i t a t ing the ef f ic ient a n d 
expedi t ious complet ion of the a u d i t of such E n t i t y ' s Reserve I n f o r m a t i o n . 
(c) Disclosure of the Possibility of a Qualified Audit Opinion. Before 
accep t ing an engagemen t , Reserve Audi tors should ascer ta in whe the r c i rcum-
stances are likely to p e r m i t an unqua l i f i ed opinion wi th respect to an E n t i t y ' s 
Reserve I n f o r m a t i o n and , if such will not , t hey should discuss wi th such E n t i t y 
(i) the possible necessi ty of thei r r ender ing a qual i f ied opinion and (ii) the 
possible remedies to the c i rcumstances giving rise to the po ten t i a l qual i f ica-
tion of such opinion. 
(d) Interim Audit Procedures. M a n y aud i t tes ts can be conducted a t 
a lmost a n y t ime dur ing the year . I n the course of in t e r im work, the Reserve 
Audi tors make tes ts of the E n t i t y ' s methods , procedures and controls to 
de te rmine the ex ten t to which such are reliable. I t is accep tab le prac t ice for 
the Reserve Audi tors to comple te subs t an t i a l p a r t s of an aud i t examina t ion a t 
in te r im dates . 
W h e n a s igni f icant p a r t of an aud i t is comple ted dur ing the yea r and the 
E n t i t y ' s methods , procedures and controls are found to be effect ive , t he year-
end aud i t p rocedure m a y p r imar i l y consist of an eva lua t ion of the i m p a c t of 
new d a t a . T h e Reserve Audi tors m u s t never theless be sat isf ied t h a t the 
procedures and controls are still e f fec t ive a t the year-end and t h a t new 
discoveries, recent oil a n d gas product ion and other recent in fo rmat ion a n d 
d a t a have been t a k e n into account . Reserve Audi tors would not be requi red to 
re test the d a t a base pe r t a in ing to an E n t i t y ' s p roper t ies and in teres ts unless 
their inquir ies and observa t ions indica te t h a t condit ions have changed signifi-
cant ly . 
(e) General Matters to Be Reviewed With Respect to Reserve Informa-
tion. An aud i t of the Reserve I n f o r m a t i o n pe r t a in ing to an E n t i t y should 
include a review of (i) the policies, procedures, documen ta t i on a n d guidelines 
of such E n t i t y wi th respect to the es t imat ion , review and a p p r o v a l of i ts 
Reserve In fo rma t ion ; (ii) the qua l i f ica t ions of Reserve E s t i m a t o r s in te rna l ly 
employed by such E n t i t y ; (iii) ra t ios of such E n t i t y ' s proved reserves to 
a n n u a l product ion for, respect ively, oil, gas and n a t u r a l gas liquids; (iv) 
historical reserve a n d revision t r ends wi th respect to the oil a n d gas proper t ies 
a n d in teres ts of such E n t i t y ; (v) the r ank ing by size of proper t ies or groups of 
proper t ies wi th respect to e s t ima tes of proved reserves or t he f u t u r e ne t 
revenue f rom such proved reserves; (vi) the percen tages of proved reserves 
e s t ima ted by each of the var ious me thods set for th in Section 5.3 for e s t ima t -
ing proved reserves; a n d (vii) the s igni f icant changes occurr ing in such 
E n t i t y ' s proved reserves, o ther t h a n f rom product ion , dur ing the yea r wi th 
respect to which the aud i t is being p repa red . 
(f) Evaluation of Internal Policies, Procedures and Documentation. Re-
serve Audi tors should review and eva lua t e the in te rna l policies, procedures 
and documen ta t i on of an E n t i t y to establ ish a basis for rel iance thereon in 
de t e rmin ing the na tu re , ex ten t a n d t iming of the a u d i t tes ts to be appl ied in 
the examina t ion of such E n t i t y ' s Reserve I n f o r m a t i o n and other d a t a a n d 
ma t t e r s . The in te rna l policies, procedures and documen ta t i on to be reviewed 
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with respect to an E n t i t y should include (i) reserve def ini t ions a n d classifica-
t ions used by such E n t i t y ; (ii) such E n t i t y ' s policies pe r t a in ing to, a n d 
m a n a g e m e n t involvement in, the review and app rova l of Reserve I n f o r m a t i o n 
and changes therein; (iii) the f r equency wi th which such E n t i t y reviews 
existing Reserve In fo rma t ion ; (iv) the form, con ten t and documen ta t i on of the 
Reserve In fo rma t ion of such E n t i t y , together wi th such E n t i t y ' s in te rna l 
d is t r ibut ion thereof; and (v) the flow of d a t a to a n d f rom such E n t i t y ' s reserve 
inventory sys tem. 
(g) Testing for Compiiance. Reserve Audi tors should conduct tes ts a n d 
spot checks to conf i rm t h a t (i) there is adherence on the p a r t of an E n t i t y ' s 
in te rna l Reserve E s t i m a t o r s a n d other employees to the policies a n d proce-
dures es tabl ished by such E n t i t y ; a n d (ii) the d a t a flowing into the reserve 
inventory sys tem of such E n t i t y is comple te and consis tent wi th o ther avai la-
ble records. 
(h) Substantive Testing. In conduct ing subs t an t ive tests, Reserve Audi-
tors should give pr ior i ty to each p rope r ty or group of proper t ies of an E n t i t y 
hav ing (i) a large reserve va lue in relat ion to the aggrega te proper t ies of such 
E n t i t y ; (ii) a re la t ively large reserve va lue and ma jo r changes dur ing the aud i t 
year in the Reserve I n f o r m a t i o n pe r t a in ing to such p rope r ty or group of 
propert ies ; and (iii) a re la t ively large reserve va lue a n d a high degree of 
u n c e r t a i n t y in the Reserve I n f o r m a t i o n pe r t a in ing there to . T h e a m o u n t of 
subs tan t ive tes t ing pe r fo rmed wi th respect to pa r t i cu l a r Reserve I n f o r m a t i o n 
of an E n t i t y should depend on the assessment of (i) the general degree of 
u n c e r t a i n t y wi th respect to such Reserve In fo rma t ion , (ii) the eva lua t ion of 
the in te rna l policies, procedures and documen ta t i on of such E n t i t y and (iii) 
the results of the compl iance tes t ing wi th respect to such E n t i t y . Such 
subs tan t ive tes t ing could therefore a p p r o p r i a t e l y range f rom a l imited n u m b e r 
of tests to the complete es t imat ion of Reserve I n f o r m a t i o n wi th respect to a 
ma jo r i t y of an E n t i t y ' s reserves. 
6.5 R e c o r d s a n d D o c u m e n t a t i o n W i t h R e s p e c t t o A u d i t . Reserve Audi-
tors should document , a n d m a i n t a i n records wi th respect to, each a u d i t of the 
Reserve I n f o r m a t i o n of an E n t i t y . Such documen ta t i on a n d records should 
include, among other things, a descr ipt ion of (i) the Reserve I n f o r m a t i o n 
aud i ted : (ii) the review and eva lua t ion of such E n t i t y ' s policies, procedures 
and documenta t ion ; (iii) the compl iance tes t ing pe r fo rmed wi th respect to 
such E n t i t y ; and (iv) the subs t an t ive tes ts pe r fo rmed in the course of such 
aud i t . 
6.6 F o r m s of U n q u a l i f i e d A u d i t O p i n i o n s . Acceptab le forms of unqua l i f i ed 
aud i t opinions for consul t ing Reserve Audi tors and Reserve Audi tors inter-
nally employed by En t i t i e s are a t t a c h e d to these S t a n d a r d s as, respect ively, 
Exhib i t s " A " and "B . " 
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Exhibit "A"—Illustrative Unqualified Audit Opinion of 
Consulting Reserve Auditor 
[Date] 
E n t i t y 
[Address] 
I n d e p e n d e n t Publ ic Accoun tan t s of E n t i t y 
[Address] 
Gen t l emen : 
At your reques t , we have examined the e s t ima tes as of [dates] set fo r th in 
the accom pany ing t ab le wi th respect to (i) the proved reserves of E n t i t y , (ii) 
changes in such proved reserves dur ing the period indica ted , (iii) the f u t u r e 
net revenue f rom such proved reserves, a n d (iv) the present va lue of such 
f u t u r e ne t revenue. Our examina t ion included such tes ts a n d procedures as we 
considered necessary under the c i rcumstances to render the opinion set for th 
herein. 
[A deta i led descr ipt ion of the a u d i t should be set forth.] 
We are independen t wi th respect to E n t i t y as provided in the S t a n d a r d s 
Pe r t a in ing to the E s t i m a t i n g and Audi t ing of Oil and Gas Reserve I n f o r m a -
tion p romulga ted by the Society of Pe t ro l eum Engineers . 
I t should be unders tood t h a t our above-descr ibed aud i t does not consti-
t u t e a comple te reserve s t u d y of the oil a n d gas proper t ies of E n t i t y . In the 
conduct of our repor t , we have not i ndependen t ly ver i f ied the accu racy a n d 
completeness of in fo rmat ion and d a t a fu rn i shed by E n t i t y wi th respect to 
ownership interests , oil a n d gas product ion , historical costs of opera t ion a n d 
deve lopment , p roduc t prices, ag reemen t s re la t ing to cu r r en t a n d f u t u r e opera-
tions a n d sales of product ion , a n d [specify other in format ion , d a t a a n d m a t t e r s 
upon which rel iance was placed]. We have , however, specif ical ly ident i f ied to 
you the in fo rmat ion and d a t a upon which we so relied so t h a t you m a y subject 
such to those procedures t h a t you consider necessary. Fu r the rmore , if, in t he 
course of our examina t ion , something came to our a t t e n t i o n which b rough t 
into quest ion the va l id i ty or suff ic iency of a n y of such in format ion or d a t a , we 
did not rely on such in format ion or d a t a unt i l we had sa t i s fac tor i ly resolved 
our quest ions re la t ing the re to or i ndependen t ly ver i f ied such in format ion or 
d a t a . 
Please be advised t h a t , based upon the foregoing, in our opinion the 
above-described es t imates of E n t i t y ' s proved reserves and other Reserve 
In fo rma t ion are, in the aggrega te , reasonable and have been p repa red in 
accordance with general ly accep ted pe t ro leum engineer ing a n d eva lua t ion 
principles as set for th in the S t a n d a r d s P e r t a i n i n g to the E s t i m a t i n g a n d 
Audi t ing of Oil a n d Gas Reserve I n f o r m a t i o n p romulga t ed by the Society of 
Pe t ro leum Engineers . 
[Insert , where a p p r o p r i a t e and to the ex ten t w a r r a n t e d by the Reserve 
Audi tor ' s examina t ion , whe the r the Reserve I n f o r m a t i o n is in conformi ty wi th 
specified gove rnmen ta l regulations.] 
[Optional: This le t te r is solely for the in fo rmat ion of E n t i t y a n d for the 
in format ion and ass is tance of its i ndependen t publ ic a c c o u n t a n t s in connec-
* If a Reserve Auditor is unable to give an unqualified opinion as to an Entity's Reserve 
Information, the Reserve Auditor should set forth in his or her opinion the nature and extent of 
the qualifications to such opinion and the reasons therefor. 
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t ion with thei r review of, a n d repor t upon, the f inanc ia l s t a t e m e n t s of E n t i t y . 
This le t ter should not be used, c i rcu la ted or quoted for a n y other purpose 
wi thout the express wr i t t en consent of the unders igned or except as requi red 
by law.] 
Very t r u ly yours, 
R E S E R V E A U D I T O R 
By 
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Exhibit "B"—Illustrative Unqualified Audit Opinion of Reserve 
Auditor Internally Employed by an Entity 
[Date] 
E n t i t y 
[Address] 
I n d e p e n d e n t Publ ic Accoun tan t s of E n t i t y 
[Address] 
Gen t l emen : 
I have examined the e s t ima tes as of [dates] set for th in the accompany ing 
tab le wi th respect to (i) the proved reserves of E n t i t y , (ii) changes in such 
proved reserves dur ing the period indica ted , (iii) the f u t u r e net revenue f rom 
such proved reserves, a n d (iv) the present value of such f u t u r e ne t revenue. 
M y examina t ion included such tests and procedures as I considered necessary 
under the c i rcumstances to render the opinion set for th herein. 
[A deta i led descr ipt ion of the aud i t tes ts and procedures m a y be set forth.] 
I mee t the r equ i r emen t s of ob jec t iv i ty for Reserve Audi tors in te rna l ly 
employed b y En t i t i e s as set for th in the S t a n d a r d s P e r t a i n i n g to the E s t i m a t -
ing and Audi t ing of Oil a n d Gas Reserve I n f o r m a t i o n p romulga t ed by the 
Society of Pe t ro leum Engineers . 
I t should be unders tood t h a t m y above-descr ibed aud i t does not consti-
t u t e a comple te reserve s tudy of the oil a n d gas proper t ies of E n t i t y . I n the 
conduct of m y repor t , I have not i ndependen t ly ver i f ied the accu racy a n d 
completeness of in fo rmat ion a n d d a t a furn ished by other employees of E n t i t y 
wi th respect to ownership interests , oil a n d gas product ion , historical costs of 
opera t ion and deve lopment , deve lopment , p roduc t prices, ag reemen t s re la t ing 
to cu r ren t and f u t u r e opera t ions and sales of product ion , and [specify o ther 
in format ion , d a t a and m a t t e r s upon which rel iance was placed], I have, 
however, specif ical ly ident i f ied to you the in fo rmat ion a n d d a t a upon which I 
so relied so t h a t you m a y subjec t such to those procedures t h a t you consider 
necessary. F u r t h e r m o r e , if, in the course of m y examina t ion , something came 
to m y a t t en t i on which b rough t into quest ion the va l id i ty or suff ic iency of a n y 
of such in format ion or d a t a , I did not rely on such in format ion or d a t a unt i l I 
had sa t i s fac tor i ly resolved m y quest ions re la t ing the re to or i ndependen t ly 
verif ied such in format ion or d a t a . 
Please be advised t h a t , based upon the foregoing, in m y opinion the 
above-descr ibed es t ima tes of E n t i t y ' s proved reserves a n d other Reserve 
I n f o r m a t i o n are, in the aggrega te , reasonable a n d have been p r epa red in 
accordance wi th general ly accep ted pe t ro leum engineer ing a n d eva lua t ion 
pr inciples as set fo r th in the S t a n d a r d s P e r t a i n i n g to the E s t i m a t i n g a n d 
Audi t ing of Oil a n d Gas Reserve I n f o r m a t i o n p romulga ted by the Society of 
Pe t ro leum Engineers . 
* If a Reserve Auditor is unable to give an unqualified opinion as to an Entity's Reserve 
Information, the Reserve Auditor should set forth in his or her opinion the nature and extent of 
the qualifications to such opinion and the reasons therefor. 
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[Insert , where a p p r o p r i a t e a n d to the ex ten t w a r r a n t e d by the Reserve 
Audi tor ' s examina t ion , whe the r the Reserve I n f o r m a t i o n is in conformi ty wi th 
specified gove rnmen ta l regulat ions.] 
Very t ru ly yours, 
R E S E R V E A U D I T O R 
By 
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Appendix C 
Schedule of Changes Made to Audits of 
Entities With Oil and Gas Producing 
Activities 
Reference 
Genera l 
P a r a g r a p h 1.52 
(footnote 2) 
P a r a g r a p h 2 .116 
C h a p t e r 3 
(footnote *) 
C h a p t e r 4 
P a r a g r a p h 5.16 
P a r a g r a p h 5.20 
P a r a g r a p h 5.20 
P a r a g r a p h 5.31 
P a r a g r a p h 5.57 
P a r a g r a p h 5.68 
P a r a g r a p h s 5.71 
a n d 5.73 
Appendix A 
Appendix A 
Appendix A 
(Exhib i t C) 
Change 
T h e t e r m " e x a m i n a t i o n " has been changed to 
" a u d i t " to conform to the te rminology used in 
SAS No. 58. 
Reference to SAS No. 45 changed to SAS No. 
52. 
Revised to ref lect t he issuance of SEC F inan-
cial Repor t i ng Release 40A. 
Reference to FASB S t a t e m e n t No. 109 added . 
Conformed to the te rminology used in SAS No. 
55. 
Conformed to the te rminology used in SAS No. 
55. 
Refe rence to SAS No. 45 changed to aud i t i ng 
i n t e rp r e t a t i on No. 1 of SAS No. 52. 
No te reference to the supersession of SAS No. 
11 added . 
Conformed to the te rminology used in SAS No. 
55. 
Conformed to the te rminology used in SAS No. 
56. 
Conformed to the te rminology used in SAS No. 
55. 
Reference to SAS No. 27 a n d SAS No. 45 
changed to SAS No. 52 a n d aud i t i ng in terpre-
t a t ion No. 1 of SAS No. 52. 
I n t roduc t ion modif ied. 
No te references to FASB S t a t e m e n t No. 109 
added . 
N o t a t i o n of issuance of FASB S t a t e m e n t No. 
95 added . 
D a t e 
October , 1990 
October , 1990 
M a y , 1993 
April , 1992 
November , 1991 
N o v e m b e r , 1991 
October , 1990 
M a y , 1994 
November , 1991 
April , 1992 
November , 1991 
October , 1990 
M a y , 1993 
M a y , 1993 a n d 
M a y , 1994 
October , 1990 
I n addi t ion to the above, notes have been added to highl ight a reas t h a t will be 
u p d a t e d in f u t u r e edit ions. Those a reas include: 
C h a p t e r 3, Tax Considerations, m a y be conformed to FASB S t a t e m e n t 
No. 109. 
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Glossary 
A F E . Author iza t ion for expendi ture . 
barrel . A s t a n d a r d m e a s u r e m e n t in the oil indus t ry . One bar re l equals 42 U.S. 
gallons. On the average , 7.33 bar re ls of c rude oil weigh one met r i c ton; 7.5 
bar re ls weigh one long ton; a n d 6.65 barre ls weigh one short ton. 
b o t t o m h o l e c o n t r i b u t i o n . A def ined cash cont r ibu t ion by a nonin te res t 
owner to the working in teres t owners upon the dril l ing of a well, regard-
less of the outcome, to a specific geological fo rmat ion or to a specified 
dep th . 
carr ied in teres t . An a r r a n g e m e n t in which one p a r t y agrees to develop a n d 
opera te a p rope r ty a t its cost b u t wi th the r ight to r e c a p t u r e its costs or a 
def ined grea te r a m o u n t f rom the proceeds of product ion . 
c a s i n g . H e a v y steel p ipe t h a t lines the hole of a well. In i t ia l ly , casing is used 
near the surface a n d is cemen ted in to place to guide the drill pipe. L a t e r , 
if oil or gas is found, product ion casing is set near the bo t tom of the hole. 
Surface casings pro tec t a n y f resh wa te r supplies f rom con t amina t i on 
dur ing drill ing operat ions . Lower casings keep loose ea r th , rock, salt 
wa te r , a n d other m a t e r i a l out of the well, p ro tec t the producing reservoir, 
and serve as condui ts for the t u b i n g t h a t br ings oil and gas to the surface . 
c a s i n g po int . T h e point a t which the opera to r decides whe the r or not it will 
be p rof i t ab le enough to set p roduc t ion casing a n d comple te the well. 
c o m p l e t i o n . T h e process of a t t e m p t i n g to b r ing an oil or gas well in to 
product ion . The process begins only a f t e r the well has reached the d e p t h 
where oil or gas is t hough t to exist a n d general ly involves c leaning out the 
ma te r i a l the drill b i t has ground up. Casing is run to p ro tec t the 
producing fo rmat ion . Complet ion also m a y include pe r fo ra t ing the casing 
so the oil or gas can flow into the well. Somet imes the flow ra t e can be 
improved by an acid t r e a t m e n t or by f r a c t u r i n g the oil fo rmat ion to open 
channels for the oil to flow into the well. 
c o n d e n s a t e . A mix tu re of l iquid hydrocarbons a t a tmospher i c (sur face) condi-
t ions t h a t occur as a vapor in unde rg round gas reservoirs. T h e l iquids 
(condensate) are s epa ra t ed f rom the gas in field separa to r s or gas process-
ing p lants . These l iquids general ly include p ropane , b u t a n e , a n d heavier 
hydrocarbons used in m a k i n g gasoline. 
c o n d i t i o n va lue . T h e app l ica t ion of a pe rcen tage of r ep lacemen t cost for new 
mate r i a l s to used e q u i p m e n t a t the t ime when t a k e n out of service. 
cor ing . A t echn ique for cu t t i ng samples of subsur face rocks as a well is being 
dril led. A hollow bi t or cu t t i ng tool a t the bo t t om of the drill p ipe cuts a 
cyl indr ical length of rock, or core, as the drill p ipe ro ta tes . T h e core is 
pushed u p into a hollow tube , or core barre l , a t t a c h e d to the bi t . The core 
bar re l is b rough t to the sur face a n d the core sample removed for s tudy . 
T h e average core is abou t 30 feet long. 
crude oil . L iquid pe t ro leum t h a t has not been ref ined. Sour c rude oils have 
re la t ive ly large a m o u n t s of su l fur (1 pe rcen t or more). Sweet crudes have 
less su l fur a n d are more va luab le . Most U.S. crudes t end to be sweet, 
while Middle E a s t c rudes t end to be sour. Crude oil is general ly sold on a 
volume basis. T h e volume is corrected for a n y basic sed iment a n d wa te r 
(BS&W) presen t a n d ad jus t ed to the s t a n d a r d base t e m p e r a t u r e of 6 0 
degrees Fah renhe i t . L igh t c rude oils have a lower specific g r av i ty t h a n do 
heavy crudes, which m a y be th ick and viscous. 
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D D & A . Deprec ia t ion , deplet ion, a n d amor t i za t ion . 
d e l a y renta l . P a y m e n t s to the lessor for the privilege of de laying dri l l ing on a 
lease for a period of t ime, usual ly one year . 
d e v e l o p m e n t we l l . A well drilled wi th in the proved a rea of an oil or gas 
reservoir to a d e p t h of a s t r a t i g r aph ic horizon known to be product ive . 
d i v i s i o n order. A legal documen t signed by each owner of a revenue in teres t 
specifying the percen t ownership of each owner. 
dry ho le . A well t h a t e i ther f inds no oil or gas or f inds too l i t t le to make it 
f inancia l ly wor thwhi le to produce. 
dry h o l e c o n t r i b u t i o n . A def ined cash con t r ibu t ion by a nonin te res t owner to 
the working in teres t owners, p a y a b l e only if t he well is unsuccessful . 
e x p l o r a t o r y we l l . A well dril led to f ind a n d produce oil or gas in an unproved 
area , to f ind a new reservoir in a field previously found to be p roduc t ive 
of oil or gas in ano the r reservoir, or to extend a known reservoir. Gener-
ally, an explora tory well is a n y well t h a t is not a deve lopmen t well, a 
service well, or a s t r a t i g r aph ic tes t well. 
farm-out . A shar ing of oil or gas explorat ion ac t iv i t ies a n d costs. A c o m p a n y 
wi th the r ight to explore more po ten t i a l acreage t h a n it can or wishes to 
handle m a y invi te o thers to explore port ions of the t r a c t in r e t u r n for a 
share of wha t eve r oil or gas is found. 
f rac tur ing . A me thod of increasing the flow of oil or gas into a well. Produc-
tion of indiv idual wells o f ten decreases because the underg round forma-
tion is not suf f ic ien t ly pe rmeab le to allow the oil to move f reely toward 
the well. 
free w e l l s . An ass ignment of an ind iv idua l f rac t ion of the working in teres t to 
a second p a r t y in considerat ion for an u n d e r t a k i n g by the second p a r t y to 
drill a n d equ ip a well a t no cost to the f i rs t p a r t y . 
G&G. Geological and geophysical . 
i m p r o v e d recovery . " M a n m a d e " methods as opposed to " n a t u r a l " methods 
of increasing the flow of oil or gas f rom unde rg round reservoirs. 
i n j e c t i o n we l l . A well t h a t is used to p u m p wate r , gas, or chemicals into the 
underground reservoir of a producing field. T h e object is to m a i n t a i n the 
pressure needed to dr ive oil and gas to the sur face or to sweep more oil out 
of the reservoir. Somet imes the salt wa te r p roduced with oil is p u m p e d 
back into the reservoir. This serves two purposes: I t helps to extend the 
life of the oil field, a n d it gets rid of a po ten t i a l po l lu tan t . 
i n t a n g i b l e dr i l l ing c o s t s ( I D C ) . Expenses for labor, fuel , repai r , haul ing, rig 
ren ta l , and supplies used in the dril l ing of a well. These expenses d i f fer 
f rom the cost of " t ang ib le s , " which include a n y t h i n g t h a t has inheren t 
salvage value. 
j o i n t i n t e r e s t b i l l i n g s (JIB) . T h e process of the opera to r ' s bill ing costs of 
joint explorat ion, deve lopment , a n d opera t ions to the var ious working 
in teres t owners. 
j o i n t i n t e r e s t s . Ownersh ip of ind iv idua l f rac t ions or percen tages of the 
working in teres ts held by two or more par t ies . 
l e a s e bonus . T h e ini t ia l considerat ion pa id by the lessee to the lessor to 
acqui re the minera l r ights . 
L O E . Lease opera t ing expenses. 
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mcf . Thousand cubic feet . T h e s t a n d a r d volume measure of n a t u r a l gas a t a 
s t a n d a r d pressure and t e m p e r a t u r e . 
natura l gas . Consists largely of t he hydroca rbon m e t h a n e . I t is found in 
underg round fo rmat ions e i ther by itself or wi th crude oil. I t is the 
cleanest bu rn ing of all fossil fuels. Once v i r tua l ly a waste p roduc t , n a t u r a l 
gas provides abou t one-third of the to ta l energy used in the Un i t ed States . 
n e t p r o f i t s in teres t . An in teres t t h a t ent i t les the owner to a specified share of 
ne t prof i t s f rom produc t ion of hydrocarbons . 
o v e r r i d i n g roya l ty . An in teres t in product ion similar to a royal ty . I t d i f fers 
f rom a royal ty , however, in t h a t it is c rea ted out of the working interes t . 
p a y o u t . T h e def ined point in m a n y dri l l ing a r r a n g e m e n t s and pa r tne r sh ips a t 
which one p a r t y has recovered its costs and revenue shar ing m a y change. 
p e r c e n t a g e d e p l e t i o n . A provision of the U.S. income tax law t h a t appl ies to 
producers of some seventy-f ive minerals , including some oil and gas 
producers . T h e U.S. income tax law allows a minera l producer a percent -
age deplet ion deduct ion based on the gross income f rom minera l proper-
ties. 
p o o l e d in tere s t s . T h e combina t ion of two or more working a n d nonopera t ing 
in teres ts in several p roper t ies to form a new economic uni t . 
p o s t e d prices . In the pe t ro leum indus t ry , the "pr ice l is ts" posted for var ious 
types of crude by the buye r in the Un i t ed States , and the seller in foreign 
countr ies . 
p r o d u c t i o n p a y m e n t s . A nonopera t ing in teres t payab le f rom a specific 
port ion of product ion expressed e i ther as a ce r ta in a m o u n t of money (with 
or wi thou t in teres t ) or a ce r ta in n u m b e r of un i t s of hydrocarbons . 
p r o v e d d e v e l o p e d r e s e r v e s . Reserves t h a t can be expected to be recovered 
th rough existing wells wi th existing e q u i p m e n t and opera t ing methods . 
p r o v e d r e s e r v e s . T h e e s t ima ted quan t i t i e s of c rude oil, n a t u r a l gas, a n d 
n a t u r a l gas l iquids which geological and engineer ing d a t a demons t r a t e 
wi th reasonable c e r t a i n t y to be recoverable in f u t u r e years f rom known 
reservoirs under existing economics a n d opera t ing conditions. 
p r o v e d u n d e v e l o p e d r e s e r v e s . P roved reserves t h a t are expected to be 
recovered f rom new wells on undri l led acreage or f rom existing wells 
where a re la t ively ma jo r expend i tu re is requi red for recomplet ion. 
r e c o m p l e t i o n s . Work-overs t h a t en ta i l complet ion of the well in a p roduc t ive 
s t ruc tu re , e i ther shallower or deeper , t h a t has not previously been pro-
duced th rough the well. 
reserves . Def ined as proved, probable , and possible and as developed or 
undeveloped. 
reservo ir . An unde rg round fo rmat ion where oil or gas has accumula t ed . T h e 
fo rmat ion consists of porous rock t h a t holds drople ts of oil a n d gas. If the 
rock pores are in te rconnec ted to allow oil or gas to move th rough it, it is 
called pe rmeab le rock. 
r e v e n u e in teres t . T h e in teres t of each owner of an economic in teres t in 
product ion of hydrocarbons f rom a specified p roper ty . T h e revenue inter-
est normal ly d i f fers f rom the pe rcen tage working in teres t because of 
nonworking in teres ts in each p rope r ty . 
r e v e r s i o n a r y in teres t . A revenue in teres t t h a t increases upon the a t t a i n m e n t 
of ce r ta in specif ied objectives, o f t en a t payou t . 
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roya l ty . T h e r ight to a share of product ion re ta ined by the lessor free a n d 
clear of explorat ion, deve lopment , a n d ope ra t ing costs. 
s t r a t i g r a p h i c t e s t we l l . A dri l l ing effor t , geologically di rected, to ob ta in 
in fo rmat ion pe r t a in ing to a specific geologic condit ion. Such wells a re 
cus tomar i ly drilled wi thou t the in ten t ion of being comple ted for produc-
tion. 
t a n g i b l e e q u i p m e n t . E q u i p m e n t such as casing, tub ing , pumps , t anks , a n d 
other e q u i p m e n t instal led on a well. 
t o p l e a s i n g . T h e p rac t i ce of ob ta in ing a new lease on a p rope r ty prior to the 
expira t ion of the existing lease. T h e new lease becomes ef fec t ive a t the 
expira t ion of the old lease. 
w o r k - o v e r . Ma jo r remedia l opera t ions requi red to m a i n t a i n or increase pro-
duct ion rates . See recomplet ions. 
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